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Financing of Federal, State and 
Municipal Contracts 


By WILLIAM R. EMBLIDGE 
Member of the New York (Buffalo) Bar 


Any examination of the laws relating to contracts with the 
Federal government should probably start with the Miller Act 
(U.S.C.A. Title 40, Sec. 270 a/d) which is sometimes referred 
to as the Heard Act, its original name. This Act is applicable 
to practically all contracts with the Federal government for 
the construction or repair of public buildings, etc., i. e., agree- 
ments which we would call in New York State contracts for 
the improvement of real property. 

The Act first provides for a performance bond designating 
the amount, etc., and then for a payment bond. The latter 
of course is particularly important to persons dealing with the 
general contractor because there is no provision for a lien against 
federally owned property. The method of enforcing the pro- 
visions of this latter bond and the division of the penal sum 
between the various claimants is also set forth in the Act. Of 
course this bond extends no protection to the general con- 
tractor or to anyone lending money to the general contractor. 
It is however a great protection to subcontractors and I call 
your attention particularly to the fact that inasmuch as the 
subcontractors claim is not against the United States but rather 
against the general contractor and his bonding company, it 
may be assigned, which is where financing institutions become 
interested. 

The financing of any kind of a contract for improvements 
to real property within the State of New York is complicated 
by the trust fund provisions of the Lien Law which I will 
mention later, but apparently the New York statute does not 
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apply to Federal contracts for construction within the ter- 
ritorial boundaries of New York state. Perhaps that is not 
stating the proposition exactly right because the territorial 
jurisdiction of the state is released as to most real property 
purchased by the Federal government within what was, prior 
to the purchase, part of the state. Just what civil law governs 
transactions occurring on such property I don’t know but 
obviously the New York Lien Law cannot control. Apparently 
it doesn’t even control improvements on real property belong- 
ing to the Federal government to which the state has not ceded 
its jurisdiction. I don’t know of any case on this point but I 
understand that it is the accepted conclusion of most contrac- 
tors and most surety companies. 

The Miller Act provides that if any materialman, subcon- 
tractor or laborer of a prime contractor on federal work is 
unpaid for 90 days after the furnishing of the last material or 
labor an action can be brought on the payment bond against 
the bonding company and in the name of the United States 
for the benefit of the unpaid creditor. The Act also allows a 
similar action being maintained by any person having direct 
contractual relationship with the subcontractor even though 
he may have no contractual relationship, express or implied, 
with the prime contractor, provided he gives notice to the 
prime contractor by registered mail within the 90 day period 
stating the amount claimed and the name of the party to whom 
the materials or services were furnished. 

The action must be instituted in the United States Dis- 
trict Court for the district in which the prime contract is to 
be performed and must be started within one year after final 
settlement of the contract. I may add here that the question 
of proper parties, etc., is considerably simplified by a pro- 
vision in the statute which requires the Comptroller general 
to furnish a copy of the bond on receipt of an affidavit that the 
applicant has furnished labor or materials and on the pay- 
ment of a reasonable fee. 

The net effect of what I have just explained is that loans 
to a subcontractor on federal jobs can be secured by the as- 
signments of the receivables due from the general contractor 
to the subcontractor and this assignment is not subject to the 
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assignment of claims act and in most cases is not subject to the 
New York Lien Law and does therefore come ahead of the 
materialmen and laborers of the subcontractors. 

Of course you always run the risk of offset in case the sub- 
contractor does not complete the contract and if you are lend- 
ing more than your borrower already has invested in the job 
you get into all the questions arising from the assignment of 
moneys to become due under a contract yet to be performed. 
These are of course ordinary accounts receivable loan questions 
which we can’t go into now. 

The general contractor himself presents another problem. 
Of course prior to the assignment of claims act of 1940 (U.S. 
C.A. 31-203) for all practical purposes, no claim against the 
government could be assigned. However, the defense program 
of 1940 made it impossible for the average government contrac- 
tor to finance himself without assistance from his bank. So 
this section was amended to provide that any claim aggregating 
over $1,000 could be assigned to a bank, trust company or other 
financing institution. You will note there are only two limita- 
tions on the assignment. One that the claim must be over $1,- 
000 and the other that the assignee must be a bank, trust com- 
pany or other financing institution. The latter of these two of 
course precludes an assignment by a general contractor to a 
subcontractor or materialman. But it does not preclude, in the 
case of contracts subject to the Miller Act, the assignment by 
operation of law which runs to the surety in case the surety 
is called on to step in and perform. It is therefore apparent that 
any secured financing of the general contractor must come 
under the Assignment of Claims Act but it is equally apparent 
that the security of the assignment is again subject to the 
possible default of the borrower and in such an event to offset 
by the Federal government and to the possible prior claim of 
the surety, who of course steps into the position of the govern- 
ment. I may say that you will find contra dictum in some 
fairly recent cases but it is nothing that should be relied upon 
by a lending institution. 

Now at the risk of possibly duplicating some of the things 
which have been covered by other speakers I want to discuss 
the Assignment of Claims Act a little. The two main excep- 
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tions to the assignability I have already mentioned. However, 
there are some other finer ones. First, that the contract must 
have been entered into after October 9, 1940; second that the 
claim may not be assigned if the contract itself prohibits and 
I may say at this point that I have not seen such a contract 
in over 10 years. The contract must be assigned only to one 
person and there can be no further assignment. It is, however, 
permissible if there are several financing agencies to assign 
the contract to one person as agent for itself and the others or 
to a neutral party as agent for all of the financing institutions. 

The assignment must apply to all future amounts payable 
under the contract. This precludes any partial assignment and 
the limitation to only one assignment also is sometimes inter- 
preted to preclude any assignment back to the borrower after 
the loan has been paid. Therefore you may find that once you 
have taken the assignment of a contract you will receive all 
of the checks payable thereunder even though the loan may 
have long since been paid or perhaps never made. In other 
words, the assignee is in the picture just as long as the govern- 
ment owes anything. These assignments have an advantage 
over any assignment under any of the state laws I know of 
which is given by a sentence which provides “Notwithstanding 
any law to the contrary governing the validity of assignments, 
any assignment pursuant to this section shall constitute a valid 
assignment for all purposes.” This seems to wipe out all of 
the book marking and filing statutes required by the various 
state laws and also eliminates the question which I mentioned 
when we were discussing subcontractors on real property im- 
provements, namely, the validity of the assignment of moneys 
to become due for work yet to be performed. 

The statutes goes on to provide, and this is a very import- 
ant provision, that any contract with certain designated de- 
partments of the Federal government may provide “that pay- 
ments to be made to the assignee of any moneys due or to 
become due under such contract shall not be subject to re- 
duction or set off . . . for any liability of any nature of the 
assignor to the United States or any department thereof 
arising independent of the contract... .” That of course is of 


extreme importance because otherwise a default under another 
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contract would give rise to a cause of action on the part of the 
Federal government which might entirely eliminate the col- 
lateral for your loan and payment of the money due under the 
contract would also be subject to offset for federal income taxes 
or any other debt of the assignor to the United States. Original- 
ly the act stopped with this provision but the general accounting 
office maintained that this did not preclude the recovery by the 
general accounting office of payments made direct to the fi- 
nancing institution under such assignments in situations where 
the particular assigned contract or one of the borrower’s other 
contracts was renegotiated and a sum found to be due the 
United States by the contractor, as a result of such renegotia- 
tion. 

For example, in 1944 a borrower may have assigned to his 
bank all moneys due under a contract with the War Depart- 
ment and the contract may then have been entirely completed 
and entirely paid in 1944 but in 1945 renegotiation procedures 
were opened and later that year or the following year or per- 
haps two years later the renegotiation authorities may have 
determined that there was x dollars due from the borrower to 
the government. With the cessation of hostilities many of the 
war contractors found themselves in precarious financial con- 
dition and some were unable to pay the renegotiation claims. 
In these cases the Treasury Department then said to the bank: 
“We paid you x dollars in 1944 on Contract No. so & so but 
it has now been determined that we paid you Y dollars too 
much; return it or we are going to sue you.” Now the bank may 
have surrendered other collateral when the loan was paid, may 
have given up guaranties and may have changed its position in 
any number of ways. The chances are, if the claim was made 
against the bank rather than against the borrower, that the 
latter was unable to reimburse the bank in case the bank was 
forced to pay the government. It took quite a long time to get 
the situation remedied but finally in 1951 an amendment to 
the section made it clear that the bank taking an assignment 
of claim pursuant to this section would not be subject to later 
recovery by the government on amounts paid to the bank by 
the government under such assignment except in the cases of 
fraud to which the bank was a party. The statute actually went 
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a little bit further because one of the claims of the Treasury 
Department, although I do not know that it was ever maintained 
in litigation, was that unpaid income taxes of the borrower 
were, so far as they could be said to have arisen from profits 
under the contract, matters arising from the contract and there- 
fore were subject to offset and if the contract price had been 
paid, and the taxes not, these taxes were subject to recovery 
from the bank receiving the payment. The 1951 amendment 
made it clear that taxes, social security contributions and with- 
holding taxes were not so recoverable, whether arising from or 
independently of such contract. So with the 1951 amendments, 
if we are to assume the continued solvency of the Federal gov- 
ernment, we seem to have a vehicle for one of the best types of 
accounts receivable lending provided we comply with the 
mechanical features of the Act. 

The Act provides that in the event of an assignment the 
assignee shall file written notice of the assignment, together 
with a true copy of the instrument of assignment with (a) the 
contracting officer or the head of his department or agency; 
(b) with the surety upon the bond, if any, and (c) with the 
disbursing officer if any who is designated in the contract to 
make the payment. The designation of the filing with the 
surety is a hangover from the days when practically every 
government contract required a bond. Most of you will remem- 
ber that it was discovered in 1940 or 1941 that the combined as- 
sets of all of the surety companies in the nation would be less 
than the amount of the government contracts it was estimated 
would be outstanding at any one time during that year. So the 
requirement for bonds was eliminated in practically every in- 
stance. In fact I can remember only one contract I have seen 
since 1941 which had a bond requirement in it except some for 
the construction of buildings. So for practical purposes we can 
eliminate consideration of the surety. Originally the Act also 
provided that the general accounting office should be notified 
but this also was eliminated by amendment. So at the present 
time we need concern ourselves only with the contracting officer 
and the disbursing officer. 

The actual method or form of notification is not set forth in 
the statute although the government has published a suggested 
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form for such notification. Now to assure the disbursing officer 
that the contracting officer has been notified and to assure the 
contracting officer that the disbursing officer has been notified 
we have found it best to send several copies of the assignment 
to each of these officers. On the bottom of the assignment is an 
acknowledgment to be executed by the recipient. He is re- 
quested to sign the acknowledgment in duplicate and return 
it to the lending agency. One set of the returns are kept by the 
bank and a duplicate delivered to the borrower. The borrower 
then forwards his copies to the disbursing officer with the first 
invoice to be issued under the contract. Holding the receipts 
until the issuance of the first invoice is not necessary but we 
have found as a practical matter that it many times prevents 
considerable correspondence about whether or not the consents 
have been filed and avoids or minimizes the possibility of their 
being misplaced in the office of the disbursing officer. With this 
procedure set up, the checks in payment of the contract will 
be forwarded directly to the financing institution and as I said 
a short time ago, they are likely to continue to come whether 
or not the debt has been satisfied. 


V LOANS 


The discussion on the assignment of claims act almost of 
necessity must be followed by the question of V loans as the 
V loan program in practice now almost always involves as- 
signed receivables. 

Under the 1941-45 V loan program the vast majority of 
the loans were made to secure the advantages of the suspended 
indebtedness provision and in those cases were usually accom- 
panied only with a promise to assign the contract on demand 
and not with an actual assignment. The suspended indebted- 
ness provisions are not a part of the present V loan program 
and for that reason every V loan that I have seen since 1950 
has been made to a borrower who needed the money then and 
has required the immediate assignment.of his defense produc- 
tion accounts. 

I may say right here that these assignments have caused 
us considerable difficulty. You will remember that the assign- 
ment of claims act provides that the contract may contain a 
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provision that the payments shall not be subject to offset except 
for matters arising from that contract and as a matter of course 
most of them do. Thus assignment of claims by a prime con- 
tractor presents no particular problem. However, the services 
guaranteeing the V loans of subcontractors originally insisted 
that a similar provision be contained in either the subcontract 
or the acknowledgment of the assignment given by the prime 
contractor. Incidentally I may say at this point that the services 
require that all such receivables be handled on a notification 
basis and I also call your attention to the fact that in not hav- 
ing the protection of the assignment of claims act in these situa- 
tions, you must comply strictly with the state laws on accounts 
receivable financing and particularly mention the fact that 
while Benedict v. Ratner does not apply to assignments under 
the Claims Act it certainly does apply as far as New York is 
concerned to assignments made by subcontractors. 

Going back to the offset requirements, as I say, the serv- 
ices require some agreement similar to the specifications of the 
act but in spite of the fact that most prime contractors have this 
in their own prime contracts, they balked at putting it in their 
subcontracts. The services then made an exception which in 
effect allowed offsets arising from other war production sub- 
contracts but not from civilian contracts. With this modification 
most of the larger prime contractors have gone along, although 
each one of them seems to have his own wording which has 
to be examined pretty carefully and at least one of the larger 
airplane companies has different wording for each of its 
branches. 

On October 14, 1950 the Secretaries of the military depart- 
ments, the Assistant Secretary of Defense (Comptroller) and 
the Chairman of the Munitions Board issued a joint statement 
on policy relative to financing of defense contracts. That state- 
ment recognizes five forms of such financing and directs that 
these forms should be recommended or made available to sup- 
pliers in the following order: (1) private financing without 
governmental intervention; (2) progress or partial payments; 
(8) guaranteed loans with financial institutions participating 
to an extent appropriate to the risk involved; (4) advance 
payments; and (5) direct loans by the services to the supplier. 
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The statement then goes on to provide that as far as possible, 
but recognizing that exceptions must be made in some specific 
cases or Classes of cases, that the order of preference among 
the various forms of financing should be in the order named. 
The statement then provides that the responsibility for insur- 
ing uniform administration of financing shall be in the Assist- 
ant Secretary of Defense but that the day to day financing 
operations shall be the responsibility of the various military 
departments directly under the Undersecretary or Assistant 
Secretary responsible for the Comptroller’s function in that 
particular department, so that in general the decisions other 
than those of top policy will be handled independently by the 
particular service. Thus if the larger portion of the supplier’s 
contracts are with the Navy Department that department will 
be the guarantor if a V loan is involved and likewise with the 
Army, Air Corps, etc. 

It is the third form of financing of course under which the 
V loans are authorized. As you know, this type of loan takes 
its name from Regulation V of the Federal Reserve Board. 
Regulation V in turn was authorized under the Defense Pro- 
duction Act of 1950 and by Executive Order No. 10161. It 
allows guaranties to be issued by the various Federal Reserve 
banks acting as fiscal agent for the United States through the 
Department of the Army, Navy, Air Force, Commerce, In- 
terior, Agriculture, and the General Services Administration. 

A V-loan is instituted by the filing of an application by the 
proposed borrower through the financing institution which 
is taking the loan. The form of the application is rather simple 
and is designed to include a general statement of the amount 
of the credit desired, the proposed percentage of the guaranty, 
interest rate, commitment fee, maturity, etc., and a general 
statement of terms of the loan, such as affirmative and negative 
covenants, like the negative pledge clause, if there is to be one, 
a provision for furnishing periodic statements, limitation on 
dividends, if any, and all expenditures for fixed assets, etc., 
together with a statement of the loan formula. 

Like the wartime V loans the application is usually sub- 
mitted by the local bank to Federal Reserve from which it 
goes to the appropriate service, following which, if it meets 
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with approval, the loan agreement is prepared and on the 
strength of that the guaranty is issued. The actual form of loan 
agreement is of course subject to negotiation and varies con- 
siderably with different loans. The customary covenants pro- 
vide for the carrying of insurance, payment of taxes, furnishing 
of financial information, prohibition against the use of the 
proceeds for anything except defense contracts, limitation on 
the purchase of fixed assets with appropriate exceptions in the 
case of machinery, tools, dies, etc., which are required only 
because of particular contracts and yet under sound account- 
ing practice might or should be capitalized. 

Perhaps I should mention at this point that Federal Re- 
serve has prepared its own printed form of loan agreement 
which it recommends be used although of course occasionally 
the deletions and additions make it so cumbersome that a com- 
plete rewrite is preferable. I am advised however, that it does 
expedite the processing of the agreement if the Federal Re- 
serve forms are used. 

The default clauses should be divided into two classes, the 
first of which are automatic, such as nonpayment, bankruptcy, 
etc., and the second of which are optional, such as a breach of 
warranty or of one of the covenants of the agreement. The 
reason for this is a provision in the guaranty agreement which 
provides that an option to accelerate cannot be exercised with- 
out the consent of the guarantor, although under certain cir- 
cumstances if the guarantor does not consent it must pay 100% 
of the loan. Now of course in the case of bankruptcy and 
certain other situations, it is apparent that immediate accelera- 
tion is desirable and if this is stated as an automatic default 
it can be exercised without waiting for the guarantor’s consent. 

On the other hand there may be certain inadvertent breaches 
of covenants of the agreement which can be easily cured or which 
all parties may desire to waive. Therefore these provisions 
should not constitute an automatic acceleration. For these rea- 
sons as I have stated before the defaults should be divided 
into two classes. 

The loan formula, that is, the method of determining the 
amount which may be borrowed subject to the overall limitation 
is always subject to negotiation although I believe that the 
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top limits at the present time are about 90% on accounts re- 
ceivable and 80% on applicable inventory and work in process. 
I have already mentioned the requirements on the form of 
the accounts receivable assignment and won’t go any further 
into that except to say that in general all defense production 
contracts must be assigned. 

Now the so-called guaranty agreement of course is not a 
guaranty at all but is an agreement to purchase a participation 
of a stated percentage within a stated time limit after request 
by the financing institution. This is subject to the payment of 
the so-called guaranty fee, the percentage of which is fixed in the 
agreement. The rates vary but in general it may be said that the 
fee or commission to the guarantor decreases as the percentage 
of guaranty decreases so that a 90% guaranty carries a much 
higher percentage fee than a 50% guaranty. 

The guaranty, in legal effect, is very similar to the old 
RFC deferred participation agreement but it does vary from 
that document in many respects, the most important of which 
is that a violation of the agreement by the bank or financing 
institution does not release the guarantor in toto but only to 
the extent that the guarantor has suffered by reason of the 
bank’s bad faith or gross negligence. It also differs from the 
guaranty in force during the war in what I consider to be a 
very important respect. Under the war form of guaranty the 
payment of the loan extinguished the obligations of the guaran- 
tor. This created a question of where the bank stood in a situa- 
tion where payment had been made in full but was later re- 
covered from the bank as a voidable preference under Sec. 60 
of the Bankruptcy Act. For instance, if we had a guaranteed 
loan which was paid by application of collected accounts receiv- 
able and then it developed that the trustee in bankruptcy could 
recover all of these, in effect reinstating the loan, the language 
of the guaranty seemed to leave the bank in the position of an 
unsecured creditor without any recourse under the guaranty. 
The present guaranty agreement provides that the repayment 
itself may be considered a loss under the loan which gives rise 
to a cause of action against the guarantor. The effect of this 
of course is to cause the guaranteeing agency to stand its per- 
centage of any loss from this cause. 
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Turning now to the financing of contracts with the state 
governments—although many of you are not practising in New 
York, ignorance requires me to confine my remarks to the laws 
of this state. In general these can be handled on a strictly ac- 
counts receivable basis but of course you must look at the con- 
tract itself to make sure there is no prohibition against assign- 
ment. These are sometimes found in the queerest places. Dur- 
the thirties it was not unusual to find such a prohibition among 
the material specifications. Also remember you don’t have the 
protection of the Assignment of Claims Act at all. New York 
State contracts for the improvement of real property are ex- 
tremely technical and in addition to making sure that assign- 
ment is not prohibited, you must comply with the rather tech- 
nical provisions of the Lien Law. These are governed by Sec. 
16. In general an assignment must be filed within 20 days after 
its date with the head of the department or bureau having 
charge of such construction and with the financial officer of 
the State or municipal subdivision in charge of the disburse- 
ments. The assignment does not become effective until it is 
filed and the assignments rank in order of their filing. How- 
ever, if liens are filed on the job the assignment is prior to the 
lien only to the extent that advances have been made under 
the assignment before the filing of the first lien. Advances 
made after the filing of the first lien rank on a parity with all 
liens. So that if we have a situation where an assignment is 
filed on February 1 and a lien is filed on March 1 and a half 
dozen subsequent liens are filed, the moneys advanced under 
the assignment during the month of February have first claim 
on the fund. Moneys advanced subsequent to March 1 share 
pro rata in the general fund left in the hands of the state after 
the completion of the job and the repayment of the February 
advances. All of this of course is subject to offset of the state 
for the cost of completing the job in case the contractor falls 
down and is also of course subject to any similar costs of the 
contractor’s surety. 

That portion of the Lien Law relating to state contracts 
contains a trust fund provision somewhat similar to those 
relating to private improvements. To protect materialmen, 
laborers, and subcontractors and other persons having lienable 
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claims, each assignment must contain a covenant by the assignor 
that he will receive the moneys advanced under the assignment 
as a trust fund to be applied first to the payment of lienable 
claims. There is no obligation on the part of the assignee to 
make sure that this covenant is complied with but the absence 
of the covenant destroys the priority of the assignment. 

You will see that the priority afforded by the statute ex- 
tends only to advances made before a lien is filed. Now in the 
general construction contract the advances are made as the 
work progresses and the need for the borrowing develops. 
Therefore each assignment usually is given to protect a number 
of loans. I have found that the best procedure is to file your as- 
signment sufficiently prior to the necessity for an advance so 
that the record can be checked immediately before the advance 
and to examine the records of the paying agency at the time 
of each further advance. Obviously, if your examination dis- 
closes a lien, you just stop advancing. 

These are the general rules of law applicable to assignment 
of moneys due under any construction contract with the state 
or any municipal subdivision, including public authorities, but 
again let me point out that there is a great divergence in the 
form of the contracts and some of them have special provisions 
applicable only to the particular department or public corp- 
oration. For instance the State Highway Department has 
changed the assignment provisions of its contract several times 
in the last few years. In addition the charters of several cities 
have special provisions governing the assignment of moneys 
due by the city and some of the public authorities have such 
provisions in the acts creating them. For this reason municipal 
charters or other appropriate legislation should always be con- 
sulted as well as the subject contract. 








What Bankers Should Know About 
Forged Endorsements 


By C. EDWARD DAHLIN 


Allegations that endorsements have been forged aren’t 

necessarily so, and until the facts have been thoroughly 

established, guaranteeing banks would do well to withhold 

reimbursement and to follow one of the alternative pro- 
cedures suggested in this article. 

Our vast check clearing system functions so smoothly, and 
the bank guarantees of prior endorsements are taken so lit- 
erally, that bankers are prone to lost sight of the fact that a 
too ready acceptance of the claims of others, based on allegations 
of forgery of such endorsements, is a potential source of real 
trouble. In the absence of some actual or technical waiver of 
liability, the drawee bank is, without exception, automatically 
involved in any such claim that may be made, and is legally 
presumed to be guilty of wrong payment. But that presump- 
tion is by no means necessarily correct. 

In the vast majority of cases, it is the signature of the payee 
appearing on the check as an endorsement that is alleged to be 
forged, but the suggestions of procedure which follow apply 
to subsequent endorsers as well. In a typical case, the drawer 
of a check is informed by the payee that the endorsed signature 
on a cancelled check has been found upon examination to be 
a forgery, whereupon he notifies his bank. The drawee bank, 
in turn, instructs him to obtain an affidavit of forgery. 


SHOULD DELAY LARGE SETTLEMENTS 


The original check and signed affidavit are delivered to the 
drawee bank, and the latter, in turn, presents them to the last 
bank endorser with a demand for reimbursement. This pro- 
cedure is continued until the check reaches the party who cashed 
it for the alleged forger. A large percentage of these cases for- 
tunately involves no dispute, and in due course the claims are 
paid and the files closed. But when the amount involved is 
relatively large, settlement is properly delayed until a complete 
EDITOR'S NOTE: This article is reprinted with the permission of the editors of the 
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investigation has been made and every possible defense to the 
claim of forgery has been probed. 

There arises in most of these situations a bewildering ques- 
tion for which no uniformly satisfactory answer has been 
found: “What action should an intermediate bank take to pro- 
tect itself during the period of investigation or at the time when 
the party who cashed the check denies liability and refuses to 
reimburse his claimants?’ It can be definitely stated that if 
there is a possible legal defense to the claim of forgery, the 
matter should be kept in status quo until a final court decision 
rules on the question of just where the loss should fall. 

Some banks will not accept this conclusion, but will hold, on 
the contrary, that the bank’s first duty to itself is to accept the 
sworn statement of the payee at its face value and demand im- 
mediate reimbursement. If reimbursement is not promptly 
forthcoming, those holding to this view would charge the 
amount of the check to the account of the party directly liable 
to the bank, if that is possible. The danger of consistently fol- 
lowing this rule will be discussed after we have reviewed a few 
of the possible defenses to claims of forgery that are often 
overlooked or forgotten. 

The defense most often invoked is that the signature of the 
payee has not been forged. The cases in which this defense is 
used fall, for the most part, into one of three categories which 
may be roughly classified as those involving (a) an “impostor,” 
(b) lost or stolen checks which had previously been endorsed, 
and (c) dishonesty on the part of the payee making the claim. 
The circumstances obtaining in each is explained more fully 
below: 

(a) In these cases a factual issue is raised as to whether or 
not a forgery is committed when a person purporting to be 
someone else obtains a check in the name of the individual im- 
personated and continues the impersonation while endorsing 
and otherwise disposing of the check. The rule applying here 
is known in legal parlance as the “impostor rule.”’ For example, 
in a District of Columbia case a woman known as Puckett im- 
personated a Mrs. A. E. McKnight (a real person residing 
in Washington) in a real estate deal and obtained a check for 
just less than $2,000 to the order of Mrs. McKnight. The 





396 THE BANKING LAW JOURNAL 


impostor endorsed the check and managed to get it cashed 
at a trust company. The latter endorsed it to the defendant 
bank which, in turn, collected the proceeds from the plaintiff 
(the drawee bank). 


Affidavit of Forgery 
STATE OF ILLINOIS } 
ss 


t 
COUNTY OF COOK J 


, being duly sworn on oath 
deposes and says, that is the payee named in a certain check 
numbered 
that the endorsement was not made by , hor by any 

authorized, but is in fact a forgery; that 
nor anyone by authorized 
has received any of the proceeds of said check. 


A QUESTION OF INTENT 


The depositor repudiated the endorsement and the drawee 
bank reimbursed him, whereupon the drawee bank sued the 
collecting bank, and the court held it could not recover. The 
case follows the rule of many courts that there is no forgery 
when the drawer of a check intends it to be endorsed and ne- 
gotiated by the person with whom he deals and to whom he 
delivers it. Notwithstanding the fact that there are some in- 
consistencies in the law on this subject, denial of liability on 
these grounds cannot be characterized as a frivolous defense. 

(b) There have also been instances in which the payee has 
honestly forgotten that he had affixed his blank endorsement 
to a check that was subsequently lost or stolen. Authenticated 
cases of such memory failures are too well known to warrant 
the unquestioned acceptance of claims of forgery, however 
vehement, particularly if the party making the claim is old or 
bears a reputation of being absent-minded. Handwriting simi- 
larities and the amount of the check might also be such as to 
justify further inquiry. 
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(c) And, of course, there must be included the person who 
is attempting to prevent loss by repudiating an endorsement 
which he knows to be genuine, but one which may have been 
obtained under duress, or affixed while he was intoxicated, or 
engaged in gambling, or under other discreditable circum- 
stances. Such cases are frequently reported, but more often 
than not, they are ultimately settled out of court. 

A second possible defense to an allegation of forgery arises 
in the case of a check bearing a signature that was admittedly 
affixed by someone other than the owner, but who had actual 
or implied authority to do so. If it appears that the endorse- 
ment was made by someone in the employ of the owner of the 
check, it is clearly possible that he may have acted as the latter’s 
agent. 

The bank’s liability in such a situation depends upon whether 
or not the agent was authorized to endorse his principal’s name 
on the check. If he was so authorized, the principal would be 
in no position to complain as against the bank, no matter what 
the agent did with the proceeds of the check. If he had no au- 
thority to endorse, then his endorsement would constitute a for- 
gery, and the drawee and all endorsing banks guaranteeing 
prior endorsements, would be liable. It is important to note in 
this connection that the authority to endorse checks need not 
be given in writing. 

In Mills v. Nassau Bank, 52 Misc. Rep. (N.Y.) 243, 102 
N.W. Supp. 119, an attorney had been expressly authorized 
to endorse in blank certain checks made payable to his client. 
The attorney endorsed some of his client’s checks, deposited 
them in his personal account, and misappropriated the pro- 
ceeds. The court held that the bank was not liable to the client, 
and explained its finding by stating “that the application which 
the agent made of the funds thus placed to his credit was of 
no more concern to the bank than would be the disposition of 
cash which he might have received for the checks under the 
authority given him.” 


MUST GIVE PROMPT NOTICE 


A third defense might take the form of an allegation that 
there was undue delay in notifying the parties in interest after 
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discovery of the forgery. While a drawee bank is not bound to 
discover a forged endorsement, it should give proper notice when 
it has, in fact, made such a discovery. It is the duty of one who 
has paid money on a forged endorsement to give prompt notice 
on discovery of the forgery to the person from whom he ex- 
pects to recover the money paid. If he fails to do so, he will be 
precluded by his own negligence from asserting a valid claim.’ 

The case of National Exchange Bank v. United States, 
151 Fed. Rep. 402, was an action by the United States to 
recover money paid to the defendant bank on pension checks 
bearing forged endorsements. The case was submitted in all 
respects as though the instruments in question were bank checks 
and the litigation between private persons. It appeared that 
notice of the fact that the endorsements were forged was not 
given for some time, in some instances six months after they 
were discovered. 

It was held that there could be no recovery under these 
circumstances, and this irrespective of whether it appeared that 
the defendant had suffered any loss as a result of the delay. The 
court further observed that forgeries should not be coddled 
following their discovery, but should be made known, both to 
the public prosecutor and to those immediately concerned. It 
went on to say that any attempted test with reference to the 
question of whether the party from whom recovery is sought 
has suffered by the delay, is wholly unsatisfactory, because 
“whether one who has suffered by a forgery may recoup his 
loss is more a matter of chance, which cannot be estimated, 
than the result of logical investigation of particular facts.” 


SHOULD BE LEFT TO THE COURTS 


The foregoing resume of a few possible defenses to claims 
of forged endorsements suggests that a guarantor of any en- 
dorsement in question should not generally be asked to take 
sides and attempt a judicial determination of disputed facts 
which customarily and properly should be left to the courts. 

There are instances, however, when a bank that has cashed 
checks for a depositor of uncertain credit standing, or placed 


a v. Bk 45 Fed. Rep. 168 Schroeder v. Harvey 75 Ill. 8368 McNeely Co. v. Bk 221 
‘a. 588. 
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them to his credit, wants to protect itself against any claim 
of alleged forged endorsements. There is a strong likelihood 
that such a bank will promptly charge the depositor’s account 
with the amount of any checks whose endorsements are brought 
into question, and immediately settle with the claimant. The 
following familiar situation will serve as an illustration: 

Mr. “X” maintains a small account in “A” Bank, and, 
while he is considered honest, he has no financial standing of 
consequence. He deposits a check for $100.00 payable to “P” 
and a week later the drawee bank sends “A” Bank an affidavit 
of forged endorsement signed by “P”’, and requests reimburse- 
ment. Mr. “X” is not in town, and “A” Bank follows what 
it believes to be the routine procedure of charging his account 
and reimbursing the drawee bank without bothering to check 
into the matter one way or the other. 

When Mr. “X” returns, he protests vigorously that the 
claim of forgery is false and offers proof that the party endors- 
ing the check and for whom he cashed it had absolute legal 
authority to do so. Now “A” Bank is on the spot. It reports 
this development to the drawee bank and asks for a return 
of the reimbursement. The drawee bank replies that the funds 
were paid to the payee and that the latter alone is in position to 
make reimbursement. The payee, however, has disappeared. 

In the meantime, checks of Mr. “X” are returned unpaid 
by “A” Bank because of insufficient funds. Mr. “X” threatens 
suit against “A” Bank if his account is not immediately reim- 
bursed. The dilemma of “A” Bank is obvious. 

It is suggested that one of the following procedures would 
be far preferable to the one just described: 

(1) “A” Bank could debit the account of Mr. “X” and 
hold the funds in a Cashier’s Check payable to the Cashier 
of the bank subject to a judicial determination or an agreement 
for protection entered into between the interested parties, or 

(2) “A” Bank could remit to the drawee bank with the 
understanding that the payment is nad to return if Mr. 
“X” has a good legal defense, or 

(8) “A” Bank could withhold action until Mr. “X” ex- 
plains his defense and gives it a satisfactory bond of indemnity. 

Aside from the legal implications involved, many banks find 
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that business policy is an important consideration when a draw- 
ee bank has an exceptionally good customer who makes a de- 
mand for immediate reimbursement based on an affidavit of 
forged endorsement. It may, therefore, decide to assume the 
calculated risk involved in collecting from previous guarantors 
rather than take the risk of losing the account. For a precisely 
opposite reason, a drawee bank may consider it good policy to 
adopt the same course if the customer operates a business that 
deals with strangers and cashes checks for them—a tavern, for 
instance. 

Rules must be adapted to the circumstances with which they 
deal, and decisions have to conform to the policies developed 
with a view to making the best possible choice of available 
alternatives, all things considered. 


CAN IT BE PROVED ? 


An incidental but important rule should be observed when 
notifying interested parties of forged endorsements, whether 
it be done verbally or in writing: No claim of forgery should 


be asserted as a fact unless it can be proved. The notice should 
carefully set forth that forgery is alleged by the payee. A large 
corporation found itself involved in a suit for a substantial 
amount of damages because it had written a letter to a bank 
stating an endorsement had been forged by its customer. This 
proved to be untrue, and the alleged forger recovered over $20,- 
000 as compensation for the financial damage suffered. 

The following may suggest a form letter that could be 
used by an intermediary drawee bank to explain that it does 
not repudiate its liability but wants to remain neutral in an 
issue which must be judicially determined: 

“A review of our correspondence indicates that our endorser 
on each of these checks has denied liability and refused to make 
reimbursement. It must be borne in mind that an affidavit of 
forgery is not proof but is merely an allegation under oath, 
the credibility of which depends on the affiant’s knowledge of 
the facts at the time of their occurrence, his memory and his 
veracity. 

“Should we voluntarily refund the amounts of these checks, 
we would be unable to obtain reimbursement from our endor- 
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sers. An intermediate party or a drawee does not have the in- 
formation, documentary evidence and witnesses that are often 
required in the establishment of the facts in situations of this 
kind, and we are sure reimbursement is not being withheld with 
the thought of dodging legal responsibility. 

“It is the well established policy of banks in general that, 
in the event of refusal by their endorsers to make a voluntary 
refund, the drawer, rather than the drawee should be required 
to take the legal steps required to obtain a court decision re- 
garding the facts in the case. Following such action by the 
drawer, defense of the suit may be tendered by the defendant 
to each party prior to the defendant in the chain of title, and 
the liability is thus fixed where it belongs. 

“There are many possible defenses to allegations that an 
endorsement has been forged, including (1) undue delay in 
notifying all parties at interest following allegation of the for- 
gery, (2) express or implied authority of someone other than 
the payee to endorse, and (3) negligence on the part of the 
drawer.” 

Many banks lean very heavily toward a policy of going 
along with allegations of forgery because of their fear of being 
sued. The truth of the matter is that the bank’s role in the 
event suit is brought would be altogether incidental, and of 
about the same magnitude as the part it plays as co-defendant 
in garnishments, attachments, injunctions, etc. 


“KNOW YOUR ENDORSER” 


The old adages about “an ounce of prevention” and “a stitch 
in time” apply with special force in any consideration of the 
subject of forged endorsements. The one most effective way 
to deal with the problems treated here is to prevent the for- 
geries which lie at the base of all of them, and this might be a 
pretty good time to place new emphasis on the time-worn ex- 
hortation to “know your endorser.” And to that might be 
added still another: “Be sure of your facts before you make 
reimbursement of funds paid out on an allegedly forged en- 
dorsement.” 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Field Warehouse Receipts Pledged to Bank 
Held Valid Despite Conduct 
of Warehouseman 


The United States Court of Appeals in the Eighth Circuit 
has decided a case which deals with the subject of field ware- 
housing, a matter which seems to find its way to the courts 
rather infrequently. The Banner Sewing Machine Company, 
prior to its bankruptcy, had an open line of credit with the 
Park National Bank under which Banner would pledge field 
warehouse receipts to finance its operations. When Banner be- 
came bankrupt the bank sought to foreclose on its security 
under the receipts. The trustee in bankruptcy objected to the 
bank’s alleged lien on the ground that the warehouse receipts 
were void since the warehouse company did not maintain the 
sort of control and possession of the merchandise necessary to 
constitute valid field warehousing. 


In ruling that the warehouse receipts were valid the court 
stated that even though the laxity of the warehouse company’s 
agent did open the door to possible fraud on the part of Banner 
(which did not occur), his conduct did not materially destroy 
the essentials of a field warehousing arrangement, that is, “the 
transfer of possession and control of the enclosure and mer- 
chandise, and the notice to the public” of the pledgor’s qualified 
ownership. Bostian v. Park National Bank, United States 
Court of Appeals, Eighth Circuit, 226 F.2d 753. The opinion 
of the court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §1592. 
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COLLET, C.J.—The primary question presented on this appeal is 
whether a field warehousing agreement entered into between Raymon H. 
Banner, doing business as the Banner Sewing Machine Company, and 
the St. Louis Terminal Warehouse Company constituted a valid pledge of 
the property placed in the warehouse with the result that a creditor of 
Banner, the Park National Bank, acquired a valid lien on the property 
through warehouse receipts covering the property which was good against 
Banner’s other creditors after he was declared a bankrupt. If there was 
no such valid lien in favor of the Bank, the question will then arise as to 
whether the Bank had reasonable cause to believe that Banner was in- 
solvent at the time it, the Bank, subsequently took concededly valid 
warehouse receipts. The date of the taking of these subsequently taken 
warehouse receipts was only about ten days prior to the date of bank- 
ruptcy by Banner and within the period when it would have been a void- 
able preference at that time if the Bank had reasonable cause to believe 
that Banner was insolvent. 

The facts are comparatively simple. Banner was operating both a 
wholesale and retail business. He had an established line of credit with 
the Bank which had been running for several years. For the purpose of 
financing his operations, Banner arranged with the St. Louis Terminal 
Warehouse Company to establish a warehouse at Banner’s place of busi- 
ness. This was done by the enclosure of a considerable area of the 
premises, which was leased by the warehouse company. The enclosed 
area was provided with a gate secured by a lock. Large signs were con- 
spicuously posted, giving notice that the premises and the contents 
thereof were in the possession of and under the control of the warehouse 
company. When Banner purchased merchandise it was placed in the 
warehouse and warehouse receipts were issued therefor. The warehouse 
receipts were nonnegotiable and were pledged to the Bank to secure the 
Bank’s loans to Banner. The formal regularity and sufficiency of the 
steps taken to make the warehousing arrangement and the warehouse 
receipts valid are not open to serious question. On their face they are 
valid. The difficulty arises from the manner in which the formal agree- 
ment was executed. 

The warehouse company employed an agent to operate the ware- 
house. He had other regular employment at a hotel and spent little time 
looking after the warehouse. He left the key to the warehouse with 
Banner and Banner’s wife at their place of business adjoining the ware- 
house. Banner kept the inventory of merchandise which was placed in 
the warehouse and removed therefrom. At all times Banner had access 
to the warehouse and its contents. He could and did remove merchandise 
from it as it was sold. But always when merchandise was removed, Ban- 
ner either got an order of release from the Bank to do so in advance, or 
by advance arrangement with the Bank, sales of merchandise were made 
on a C.O.D. basis to the purchaser with the C.0.D. payment to be made 
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direct to the Bank. A copy of the orders of removal was sent to the 
warehouse company’s office at St. Louis, Missouri. The inventory was 
continuing and perpetual. It was always accurate. There was no fraud 
or surreptitious removal of merchandise. The vice in the execution of 
the arrangement which the Trustee in Bankruptcy contends was fatal 
to the validity of the Bank’s lien is that Banner had access to the ware- 
house and its contents at all times. The Trustee says that fact prevented 
the warehouse company from having the possession and control of the 
merchandise necessary and essential to a valid field warehousing arrange- 
ment. The record does not disclose that the warehouse company or the 
Bank knew that the agent was leaving the key to the warehouse with 
Banner. 

About July 1, 1954, shortly before the date of Banner’s bankruptcy, 
he terminated the warehousing arrangement with the St. Louis Terminal 
Warehouse and placed all but a small part of the merchandise in a 
bonded warehouse which issued warehouse receipts to the Bank. The 
remainder was placed on the floor at his place of business and a chattel 
mortgage given the Bank thereon. These warehouse receipts and the 
chattel mortgage were substituted for the old warehouse receipts as 
security for the Bank’s loans to Banner. As heretofore stated, the val- 
idity of this latter arrangement is not questioned. 

After bankruptcy, the Bank sought leave to foreclose on its security 
under the warehouse receipts issued by the St. Louis Terminal Ware- 
house Company, its subsequently acquired warehouse receipts from the 
bonded warehouse, and the chattel mortgage. The Referee in Bank- 
ruptcy made findings of fact, substantially as above related, and, with- 
out specifically deciding whether or not the original field warehousing 
receipts were invalid, held that any technical defect in those receipts 
caused by the conduct of the warehouse company [agent] was cured by 
the subsequent valid warehouse agreement and arrangement made about 
July 1, 1954, citing the case of Columbia Savings Bank v. Limerick, Mo. 
App. 216 S.W.2d 119, as authority therefor. In view of that conclusion, 
the Referee found it unnecessary to determine whether the Bank had 
reasonable cause to believe Banner was insolvent on July 1, 1954. Per- 
mission to foreclose was granted. Upon review the District Court found 
that there was adequate evidence to support the Referee’s findings of 
fact, and that his legal conclusions were justified under the law. The 
order of the Referee was therefore sustained and the Trustee appealed. 

For a pledge of this nature to be valid and effective there must be 
either an actual or constructive delivery of the property to the ware- 
TThe Referee stated: “Without specifically deciding whether or not the field warehous- 
ing receipts were invalid, we are of the opinion that the technical defect, if any, in the 
receipts caused by the conduct of the warehouse company was cured when the bankrupt 
voluntarily moved the merchandise into the bonded warehouse of the American Ware- 
house and Storage Company whose receipt is now held by the bank. This rule of law was 


announced in the case of Columbia Savings Bank v. Limerick, 1948 St. Louis Court of 
Appeals, Mo.App., 216 S.W.2d 119.” 

















oN mn a 

















































THE BANKING LAW JOURNAL 405 


house. One of the cardinal reasons for that requirement is to prevent 
fraud and deception which could otherwise result from the natural as- 
sumption of one dealing with the pledgor that he was the absolute owner 
of the property, absent notice to the contrary. Casey v. Cavaroc, 96 U.S. 
467, 24 L.Ed. 779. No inexorable process of delivery is required to 
accomplish the foregoing purpose. Where the method followed results 
in the accomplishment of the objective of the requirement, the pledges 
have been held valid. Union Trust Co. v. Wilson, 198 U.S. 530, 25 S.Ct. 
766, 49 L.Ed. 1154; Bradley v. St. Louis Terminal Warehouse, 8 Cir., 189 
F.2d 818; Grand Avenue Bank v. St. Louis Union Trust Co., 185 Mo. 
App. 366, 115 S.W. 1071; Manufacturers Acceptance Corp. v. Hale, 6 Cir., 
65 F.2d 76; Pittman v. Union Planters National Bank & Trust Co., 6 
Cir., 118 F.2d 211. In cases where the procedure followed did not accom- 
plish the result of giving adequate notice of the pledge and lack of own- 
ership or qualified ownership, the pledge was held invalid. Casey v. 
Cavaroc, 96 U.S. 467, 24 L.Ed. 779; American Can Co. v. Erie Preserving 
Co., 2 Cir., 183 F. 96; In re Rodgers, 7 Cir., 125 F. 169; Security Ware- 
housing Co. v. Hand 206 U.S. 415, 27 S.Ct. 720, 51 L.Ed. 1117. 


In this case the court found that Banner gave the St. Louis Ware- 
house Company exclusive possession and control of the leased premises, 
that the lease was duly recorded, the premises were adequately segre- 
gated and enclosed, and that notices were prominently posted calling 


attention to the fact that the premises and contents were under the 
possession and control of the warehouse company. These findings are 
adequately supported by the record. They justified the court’s conclu- 
sion that the legal requirement of delivery of possession and adequate 
notice of the qualified ownership of Banner had been met. And al- 
though, as the Referee and the trial court pointed out, the laxity of the 
warehouse company’s agent opened the door to possible fraud. The 
agent’s conduct did not in his case materially change or destroy any of 
the essentials to the validity of the pledge, i. e., the transfer of possession 
and control of the enclosure and merchandise, and the notice to the pub- 
lic of Banner’s qualified ownership of the property. 


It is not necessary to the validity of a field warehousing arrangement 
that the pledgor have no access to the property pledged so long as the 
arrangement followed to permit the pledgor’s ready access to the pledged 
property does not destroy the essentials noted. Conceivably the latter 
could result from the conduct of a caretaker or agent. But the pro- 
cedure followed here only provided an opportunity for fraud and dis- 
honest conduct on the part of the pledgor (which did not occur). It 
did not materially change the appearance of the surroundings in which 
the pledged property was kept, the notice to anyone concerned that the 
property was pledged or hypothecated, or tend to deceive anyone into 
believing that Banner was the sole owner of the property. The pledge 
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and the warehouse receipts were valid. The trial court was correct in 
so holding. 

The Referee indicated that some reliance was placed upon Columbia 
Savings Bank v. Limerick, Mo.App., 216 S.W. 119, to support the validity 
of the warehousing arrangement and the warehouse receipts. The Trustee 
contends the Limerick case does not sustain the validity of the pledge 
or the warehouse receipts. The pledge and the warehouse receipts here- 
in involved were valid without resort to the theory of the Limerick case. 
For that reason that case need not be analyzed or discussed. For the 
same reason it is unnecessary to consider the question of whether the 
Bank had reasonable cause to believe that Banner was insolvent when 
the subsequent warehousing arrangement was made with the bonded 
warehouse about July 1, 1954, and new warehouse receipts and a chattel 
mortgage were taken by the bank. 

The judgment is affirmed. The cost of printing the supplemental 
record filed by appellee will be taxed to appellant. 





Purported Foreclosure Does Not Give Rise 
to Illegal Preference 


A voidable preference of a bankrupt occurs when the bank- 
rupt transfers his property for the benefit of a creditor in de- 
rogation of the rights of other creditors thereby diminishing 
his estate to the point of precluding a fair distribution of his 
assets. A New Hampshire federal district court has held 
that two transactions of a bank with a bankrupt did not con- 
stitute voidable preferences. 

A few months before bankruptcy a loan from the bank to 
the bankrupt became due and in accordance with its practice, 
the bank charged the note representing the debt against the 
bankrupt’s account. This was not a voidable preference since 
the charge was merely an offset of a debt which took place in 
the regular course of the bank’s business and was in accord with 
its customary practice. Also, it was held not to be a voidable 
preference where prior to bankruptcy the bankrupt sold his 
car which was covered by a mortgage held by the bank, and 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §142. 
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then, fearing prosecution for selling mortgaged property, ar- 
ranged to have the bank purport to foreclosure the mortgage 
and sell the car to the person who had in fact already bought 
it, the bank taking the latter’s note for the amount still owed 
on the mortgage by the bankrupt. This was not a voidable 
preference because the entire transaction in no way diminished 
the assets of the bankrupt. Silverstein v. Second National Bank, 
United States District Court, District of New Hampshire, 
132 F.Supp. 563. The opinion of the court is as follows: 


CONNOR, D.J.—Action by the trustee in bankruptcy of the estate 
of Roland O. McNuge, d/b/a New England Service Sales Co. against 
The Second National Bank, Inc. of Nashua, N. H., to recover certain 
alleged preferential transfers. 


The pertinent facts are as follows: The bankrupt started in business 
in 1951, opened a checking account with the defendant bank, and there- 
after negotiated several loans with it. In February 1954, he obtained a 
loan of $1,500 on a 90-day note, with one Dawson as co-maker. This 
note matured in May, and with the consent of the bankrupt and con- 
formable to its custom, the bank charged his note against his checking 
account. The bankrupt in December, 1953, had executed a chattel 
mortgage to the defendant on an automobile and a truck as additional 
security for a debt then existing in the sum of $960. The bank did not 
record this mortgage until June 28, 1954, after it had received informa- 
tion that the bankrupt, without notifying or obtaining a release from it, 
had sold the automobile to one Johnson, who as far as appears was a 
bona fide purchaser. Realizing that he had sold mortgaged property and 
fearing prosecution therefor, the bankrupt pursuaded Johnson to aid him 
in this predicament. Arrangements were made, whereby the bank pur- 
ported to foreclose the mortgage on the car and sell it to Johnson, the 
latter executing his note to the bank for $480, the amount then due on 
the bankrupt’s note after giving effect to the monthly installments which 
had been made. This transaction occurred on July 21, 1954, and two 
days later the bankrupt filed a voluntary petition in bankruptcy, with 
adjudication following shortly thereafter. 


The trustee contends that this item and the $1,500 transaction in 
May, 1954, were voidable transfers as defined by Section 60 of the Bank- 
ruptcy Act, 11 U.S.C.A. § 96, and recoverable by him for the benefit of 
all the creditors. 


There is no suggestion that the deposits set off by the bank were 
made with the purpose of preferring the bank, or that they were not made 
in the ordinary course of business. In this respect, the instant case is 
distinguishable with the holding in Merrimack National Bank v. Bailey, 
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1 Cir., 1923, 289 F. 468, cited and relied upon by the trustee. The relation 
created by a deposit in a bank is that of debtor and creditor, and it 
follows that the bankrupt and the bank were mutually indebted to each 
other. Hall v. Rochester Trust Co., D.C.N.H.1935, 9 F.Supp. 797. The 
depositor being indebted to the bank, the latter possessed an inchoate 
lien on any deposits, conferring upon it the right to set off such deposits 
against any debt owing to it by the depositor Merrimack v. Bailey, supra. 

I find and rule that the bank properly exercised its right to set off 
mutual debt when, upon maturity of the bankrupt’s note, it debited the 
checking account with the sum of $1,500, and that the transaction is not 
within the purview of Section 60 of the Bankruptcy Act. Studley v. 
Boylston National Bank, 1913, 229 U.S. 523, 33 S.Ct. 806, 57 L.Ed. 1313. 
See also, Citizens’ National Bank of Gastonia, N. C. v. Lineberger, 4 Cir., 
1930, 45 F.2d 522, and authorities cited therein. 

The trustee stands in no better position in respect to the item of $480. 
The essence of a preference is a transfer by the bankrupt of his property 
for the benefit of a creditor in derogation of the rights of other creditors, 
and necessarily involves a diminution of the assets of the estate, preclud- 
ing a fair distribution to all the creditors. If this essential is lacking, no 
preference is created. In the case at bar, the transaction by which the 
bankrupt’s debt to the bank became extinguished was in substance 
a loan from Johnson to the bankrupt with the substitution of one credi- 
tor for another. However, the proceeds of such loan never became part 
of the bankrupt’s estate, and, therefore never available to meet the 
claims on general creditors. The bankrupt made no transfer of his prop- 
erty, and consequently his estate was not made one penny poorer. Grubb 
v. General Contract Purchase Corporation, 2 Cir., 1938, 94 F.2d 70; 
Crosby v. Packer, 1 Cir., 1927, 22 F.2d 611. Accordingly, it is my con- 
clusion that this item likewise is not a preference, and judgment will be 
entered for the defendant. 


Law Review Articles of Interest to Bankers 


Negotiable Instruments. Concerns bank liability in tort for 
damage to depositor’s credit and business as the result of paying 
altered checks. Stella Flour and Feed Corp. v. National City Bank, 
136 N.Y.S.2d 139. Geo. L. J. 43: 694 Je 1955. (This case was re- 
ported at 72 B.L.J. 625.) 


Traders’ Bills of Sale. Concerns a divergence of law and busi- 
ness. Hodgekiss, Aust. L. J. 29:12 My 1955. 


Equity in the Commercial World. L. J. 105:627 O. 7 1955. 
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Checks Not Presented for Ten Days Are 
Presented Within a Reasonable Time 


A rather interesting case to bankers has occurred involving 
a delay in presentment of two checks partly because of two 
intervening week ends. The checks for about $12,000 were 
mailed by a judge to the State Retirement Board on October 
17th. They were received by the Board on Friday, October 
19th at 2:35 P.M., but were not processed until Monday, Octo- 
ber 22nd on which day a certificate was sent to the judge cer- 
tifying that he was accepted for membership in the retirement 
system. The next day, the 23rd, a receipt was sent to the judge 
which stated that it would not become valid until the checks 
were paid. The checks were routed through the revenue de- 
partment and the treasury department in the customary man- 
ner and were not deposited until Thursday, the 25th. The de- 
positary bank mailed the checks on Friday and they arrived 
at a Pittsburgh bank on Saturday, the 27th and on the same 
day were delivered by messenger to the Pittsburgh Branch 
of the Federal Reserve Bank of Cleveland. On this same day 
the checks were forwarded by the Federal Reserve Bank to the 
drawee bank in Uniontown and Perryopolis, Pennsylvania. 
They arrived at these two banks at 9:30 and 10:15 respectively 
on the morning of Monday, October 29th. The judge had died 
at 1:45 A.M. that morning and both banks refused to honor 
the checks because they had knowledge that his death had oc- 
curred a few hours earlier. 


When the beneficiary of the retirement plan brought suit 
against the Retirement Board the court ruled that despite the 
ten day delay, the Board had presented the checks within a 
reasonable time. The routing of the checks through the Board’s 
departments was customary and in conformity with the “usage 
of trade or business, in this case the practice of the State in 
handling such matters. . . .” State Employes’ Retirement 
Board v. Ella Rockwell, Supreme Court of Pennsylvania, 117 
A.2d 93. The opinion of the Court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Editson) §1305. 
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PER CURIAM — The Order of the Court below is affirmed on 
the following excerpts from the Opinion of President Judge Karl E. 
Richards: 

This case comes before us on appeal by Ella Rockwell, under the 
Administrative Agency Law, 71 P.S. § 1710.31 et seq., from an adjudica- 
tion of the State Employes’ Retirement Board in which it refused her 
claim as a beneficiary under the retirement policy issued to Judge Horatio 
S. Dumbauld, late of Fayette County, Pennsylvania. 

The facts may be summarized as follows: 

Judge Dumbauld went upon the bench in January of 1936, but did 
not then elect to become a member of the retirement .. tem. In 1945 
he made inquiries about joining the system and what sum he would be 
obliged to pay to become a member, effective as of January, 1936. He 
was apparently told that it would cost him $12,012.40. He borrowed 
$2,000 from his secretary, Ella Rockwell, for the purpose of making the 
required payment to the Board and deposited this sum in his bank 
account with the First National Bank of Perryopolis, Pennsylvania. He 
then negotiated a loan of approximately $7,500 with the Second National 
Bank of Uniontown, Pa., giving a life insurance policy as collateral. This 
bank knew that the loan was made to enable the Judge to join the retire- 
ment system. The borrowed money was deposited to his credit in 
said bank. 


On Oct. 17, 1945, the Judge wrote a letter to the Retirement Board 
enclosing, inter alia, his signed application for membership, a nomination 
of Ella Rockwell as beneficiary, a check on the Perryopolis bank for 
$4,007.98, a check on the Uniontown Bank for $8,004.12. These checks 
were not certified. 


The letter and contents were received by the Retirement Board at 
2:35 p. m. on Friday Oct. 19, 1945, the closing hour being five o’clock. 
Since the various departments and boards do not function on Saturday, 
nothing was done about the matter until Monday, Oct. 22nd. On this 
date the application was processed and the so-called policy issued certi- 
fying that Judge Dumbauld was a member of the State Employes’ Re- 
tirement System. This policy or certificate was forwarded to Auditor 
General’s Department and by it mailed to the Judge on the same date. 
On Tuesday, October 23rd, both checks were sent by interdepartmental 
messenger service to the Department of Revenue. On this date also, a 
receipt was issued to the Judge for the two checks totalling $12,012.40, 
signed by Fred Davies, Jr., who was an agent assigned to the Board by 
the Department of Revenue. This receipt contained the printed nota- 
tion: “When this receipt includes checks the receipt will not be valid 
until said checks are paid.” On Wednesday, Oct. 24th both checks 
arrived in the Department of Revenue, by which they were sent the 
same day to the Treasury Department via interdepartmental messenger 
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service. The checks were received by the Treasury Department on 
Thursday, Oct. 25th and were deposited on that date with the Harris- 
burg Trust Co. On Friday, Oct. 26th, the Harrisburg Trust Co. sent both 
checks by U. S. mail to its correspondent, the First National Bank of 
Pittsburgh. They arrived at the Pittsburgh Bank on Saturday, Oct. 
27th. On the same date the First National Bank of Pittsburgh de- 
livered the checks to the Pittsburgh Branch of the Federal Reserve Bank 
of Cleveland. The said Federal Reserve bank on the same day, for- 
warded the checks by U. S. mail to the respective drawee banks at 
Uniontown and Perryopolis. On Monday, Oct. 29th they were deliv- 
ered to the drawee banks by the first mail, the Uniontown bank receiv- 
ing its check at 9:30 a. m., and the Perryopolis bank at 10:15 a. m. Both 
banks refused payment because Judge Dumbauld had died at 1:45 a. m. 
on the same date the drawee banks received the checks, namely Monday, 
Oct. 29th. Both banks had knowledge of his death. 


The Retirement Board brought an action in assumpsit in this court 
against both banks on which the aforesaid checks were drawn and against 
the administrator of Judge Dumbauld’s estate. An affidavit of defense 
raising questions of law was filed. On the pleadings, this court, speaking 
through Judge Braham, specially presiding, held that the fact that a 
check is drawn for the precise amount of the deposit, without more, is 
insufficient to create an equitable assignment. Hence the suit was dis- 
missed as to the two banks, but the administrator was directed to answer 
on the merits. 


The record before us on appeal, does not show that the Board re- 
quested permission to amend its pleadings, or that if it made such a 
request, that it was granted. Neither does the record show that an 
appeal was taken from Judge Braham’s opinion, or if so, what happened 
to the appeal. Counsel has stated that Judge Braham verbally per- 
mitted an amendment to the pleadings but that no amendment was 
made. Counsel has also stated that an appeal was taken from Judge 
Braham’s opinion but was voluntarily discontinued. But the record does 
not show this. 


The next step is that the Retirement Board filed exceptions in the 
Orphans’ Court of Fayette County in effect claiming the two bank ac- 
counts under the theory of an equitable assignment. Both bank accounts 
had been inventoried as assets of Judge Dumbauld’s estate. However, 
later the exceptions were withdrawn. The Uniontown bank was paid 
its loan to the Judge from the assets of his estate and apparently the 
insurance policy posted as collateral was released. Likewise, the appel- 
lant here, Ella Rockwell, was paid from the Judge’s estate the $2,000 
she had loaned him. The sum of $286.65 was distributed to the Judge’s 
son, he being the one entitled thereto under the Intestate Act, 20 PS. c. 
1 Appendix, § 1 et seq. 
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The net result is the two principal creditors of the Judge, who 
loaned him money to join the retirement system, have been paid in full, 
but the State has received no money to establish the Judge’s retirement 
fund. 

Counsel for the appellant bases his case on three propositions: 

1. The appellant is entitled to receive the sum of $12,012.40 from 
the Board because the delay in presentment of the checks for payment 
constituted payment under the circumstances. 

2. The appellant is entitled to receive the sum of $8,004.42 from the 
Board because the check drawn for that amount was an equitable as- 
signment of the fund to Judge Dumbauld’s credit with the Second Na- 
tional Bank of Uniontown. 

3. The appellant is entitled to receive the sum of $12,012.40 from 
the Board because it is liable to her in that amount for breach of trust. 

To begin with, the law of this Commonwealth prescribes certain steps 
and duties on the part of its officers which differ from ordinary business 
or commercial transactions. The Retirement Board is authorized to 
collect moneys due it but may not deposit said funds. It is obliged to 
turn them over to the Department of Revenue which is required to keep 
an agent in the Board’s office; 72 P.S. § 605. The Department of Rev- 
enue is required to promptly transmit all moneys received by it during 
any day to the Treasury Department; 72 P.S. § 209. The Treasury De- 
partment is custodian of the funds of the Retirement Board; 72 P.S. § 
302. The Board, and the two Departments involved, each has its own 
duties and responsibilities including the making of proper records of all 
transactions. These are definite requirements of law. 

The various departments of the State Government are open for the 
dispatch of business until 5 p. m. from Monday until Friday inclusive. 
They are not open on Saturdays. We understand that the interdepart- 
mental messenger service, which has been in effect for many years, oper- 
ates substantially as follows: Communications from one department to 
another are lodged in a distributing center known as the post office. They 
are picked up the following day, after having been sorted, and delivered 
to the proper destination. No messenger is assigned to any particular 
department. 

Since Judge Dumbauld’s application and checks were not received 
until 2:35 p. m. Friday, Oct. 19th, it could scarcely be expected that 
they would be processed before closing hours on that date, particularly 
in view of other pending business. On the next business day, Monday, 
Oct. 22nd, the application was examined and the policy issued. The 
checks were then turned over to Fred Davies, Jr., the agent of the De- 
partment of Revenue. He issued his receipt on Oct. 23rd, and sent the 
checks by interdepartmental messenger service to the Department of 
Revenue which received them on Oct. 24th. On the same day this de- 
partment sent the checks via interdepartmental messenger service to the 
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Treasury Department which received them on Oct. 25th. They were 
deposited with the Harrisburg Trust Company on the same day. The 
various banks acted promptly, but as stated above, the checks did not 
arrive at the drawee banks until after the Judge’s death, and conse- 
quently, they were not paid. In view of the duties and responsibilities 
of the Board and the Departments involved, including examination, 
checking and the making of proper records, and in view of the method 
of handling such matters, some of which is required by law, we feel that 
the checks were presented within a reasonable time. In arriving at this 
conclusion we stress the usage of trade or business, in this case the prac- 
tice of the State in handling such matters, and the facts of the particular 
case, as provided by the Negotiable Instrument Law. 

We also place considerable stress upon the receipt issued. It evi- 
dences the receipt of the checks. It provides: “When this receipt in- 
cludes checks the receipt will not be valid until said checks are paid.” 
This seems to us to be a reasonable precaution. A check may be forged, 
or drawn on a bank where there are insufficient funds or credit, or a 
bank account may have been attached before presentment, or a bank 
may become insolvent, or, as here, the drawer may have died. The State 
is entitled to protect itself and public moneys by requiring that checks 
be paid before any liability devolves upon it. 

It is to be observed that two Saturdays and two Sundays intervened 
in the period between the receipt and presentment of the checks. Had 
the checks been received a day or two before they were, and had Judge 
Dumbauld died at the time he did, in all likelihood no trouble would 
have arisen. The same is true had the checks been certified. 

The Retirement Act makes the Board trustee of the fund; 71 P.S. 
§ 1736. But they are not trustees of the money here involved until it 
becomes part of the fund. It does not become part of the fund until it 
is paid. Consequently, the Board had no duties as trustee and cannot 
be charged with lack of diligence in seeking to collect on the checks. They 
made some effort to collect, on the theory of an equitable assignment, but 
we cannot see that it was obliged as trustee to pursue the matter further. 

Section 1(11) of the State Employes’ Retirement Act, 71 P.S. § 1731, 
defines contributor as follows: 

“11. ‘Contributor’ shall mean any person who has accumulated de- 
ductions in the fund created by this act to the credit of the annuity 
savings account.” 

Were this claim to be allowed the beneficiary would receive money 
not contributed to the fund by Judge Dumbauld, but moneys contributed 
by other members or appropriated by the Legislature from tax receipts. 
In the meantime, the beneficiary has been repaid her loan of $2,000 and 
the bank has been paid in full from the assets of the Judge’s estate. 


Costs on the appellant. 
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Co-Owner of Joint Checking Account 
Denied Right to Stop Payment on Other 
Owner’s Check 


An interesting facet of the general problem of joint owner- 
ship of a bank account has been brought to light in an Okla- 
homa case. A husband and wife maintained a joint checking 
account in their local bank. The account was actually owned 
by both of them, each having a right of survivorship and each 
being entitled to write checks on the account. In 1952 the hus- 
band wrote a check for almost the entire balance of the ac- 
count and when the check was presented by the payee the 
bank notified the wife. She immediately ordered the bank to 
stop payment but the bank refused and honored the check. 
Later the wife brought suit against the bank, claiming that 
she, as an owner of the account, had the right to stop payment 
of any check drawn on it including a check of her husband, 
the joint owner. 


The court acknowledged that this issue had never before 
been presented to the Oklahoma courts and that there was no 
statute in the state covering the precise point in contention. It 
decided the case on what appeared to be the only logical ground 
available, that the primary right of the owner of a joint check- 
ing account is to write checks on the account and have them 
paid by the bank. Since a right of the co-owner to stop such 
checks would be in derogation of this primary right and was 
inconsistent with it, it could not be recognized by the court. 
The court simply stated that the right to write checks by one 
co-owner precludes the right to stop payment by the other. 
Brown v. Eastman National Bank of Newkirk, Supreme Court 
of Oklahoma, 291 P.2d 828. The opinion of the court is as 
follows: 


JACKSON, J.—Ethel Brown, plaintiff in error (plaintiff below), 
appeals from an order and judgment of the trial court sustaining a gen- 
eral demurrer to her petition against the Eastman National Bank of 
Newkirk. The parties will be given their trial court designations. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Editwon) §1468. 
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Plaintiff alleged in her petition that she and her late husband, S. L. 
Brown, were the owners of a joint account in the defendant bank, the 
Eastman National Bank of Newkirk. That this account was owned by 
plaintiff and her husband as joint tenants, with right of survivorship, 
and not as tenants in common, and with either party entitled to write 
checks on said account. That on November 15, 1952, the balance in 
said account was $3,396.81, and that on November 17, 1952, the presi- 
dent of defendant bank informed plaintiff that one Helen Tibbits had 
presented a check for payment signed by said S. L. Brown in the amount 
of $3,296.81. Plaintiff further alleges that she then ordered payment of 
the check stopped and that the defendant bank disregarded her order 
and paid the check to Helen Tibbits on said date. That thereafter, and 
on November 19, 1952, her husband died, leaving plaintiff, the surviving 
joint tenant, as the sole owner of the bank account. She prayed judg- 
ment for the amount of the check, together with interest and costs. 

It is contended by the plaintiff that one of the owners of a bank 
account, owned in joint tenancy, may stop payment on a check drawn 
by the other joint owner. This contention raises the principal question 
presented on this appeal, that is, whether payment of the check drawn 
by S. L. Brown, the other joint owner of the account, after notice by 
plaintiff to stop payment was a violation of the bank’s duty toward 
plaintiff under the facts alleged in her petition. 

Defendant’s general demurrer admitted all facts well pleaded in the 
petition, together with all inferences which may be reasonably drawn 
therefrom. Therefore, if it may be reasonably inferred from the facts 
pleaded in the petition that the bank owed plaintiff the duty to refuse 
payment of the check in question upon her request to do so, then the 
petition stated a cause of action. But if such duty could not be rea- 
sonably inferred from the facts pleaded, the petition did not state a 
cause of action and the demurrer was properly sustained. Holt v. Jones, 
208 Okl. 30, 252 P.2d 460. 

The relation between a bank and its depositor is contractual. Secur- 
ity State Bank of Comanche v. W. R. Johnston & Co., Inc., 204 Okl. 160, 
228 P.2d 169. The contract entered into when the depositor opens a 
general checking account at a bank is usually one that is implied; the 
depositor delivers his money or funds to the bank in return for which 
the bank assumes the obligation to pay out on his demand or order a 
sum equal to the deposit balance. 7Am. Jur., Banks, § 442. 

In the instant case it is not alleged that plaintiff and defendant en- 
tered into any express agreement respecting her right to control the 
deposit account. She would not, then, have a right to stop payment on 
a check drawn by the other joint owner of the account unless such right 
can be inferred from the mere fact that she is one of the joint owners. 

This court has held that a check is merely an order on the bank to 
pay money, and the maker has the right to stop payment thereon at any 
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time before acceptance. First National Bank of Durant v. School Dist. 
No. 4, Bryan County, 31 Okl. 139, 120 P. 614, 39 L.R.A.,N.S., 655; Young 
v. Hembree, 181 Okl. 202, 73 P.2d 393. But the question of the right of 
one joint depositor to stop payment of a check drawn by another joint 
depositor has not been before this court. 

Our attention is invited to Esling v. City National Bank & Trust 
Co. of Battle Creek, 278 Mich. 571, 270 N.W. 791, 792, in which the 
Michigan Court had under consideration the construction of a statute 
of that State which provided for the manner of giving notice by one 
joint depositor to stop payment on a check drawn by the other joint 
depositor. The provisions of such a statute would, of course, form a part 
of the contractual agreement between the bank and the joint depositors, 
and would authorize one joint depositor to stop payment on a check 
drawn by the other joint depositor by giving the statutory notice. Since 
Oklahoma has no similar statute, the cited case would not be applic- 
able here. 

The only statutory recognition of joint bank accounts in this state 
is found in 6 O.S.1951 § 1180, which reads in part as follows: 


“When a deposit has been made or shall hereafter be made, 
in any bank or trust company transacting business in this State 
in the names of two or more persons, payable to either, or payable 
to either or the survivor, such deposit, or any part thereof, . .. may 
be paid to either of said persons, where the deposit is made in the 
name of husband and wife, .. .; and the receipt or acquittance of 
the person so paid shall be a valid and sufficient release and dis- 
charge to the bank for any payment so made.” 


This statute authorizes the bank to pay the deposit, or any part 
thereof, to either of the joint depositors, and where, as alleged in plain- 
tiff’s petition, either party is entitled to write checks thereon, it follows 
that the bank is authorized to pay the deposit, or any part thereof, on 
the order of either party. 

It is argued by plaintiff that, because she was a jont owner of the 
account, she had a right to exercise control over it, including the right 
to stop payment of the check drawn against the account by her hus- 
band. But this asserted right by the plaintiff is inconsistent with the 
right of the husband to write checks on the account. We think that 
since the husband was entitled to write this check on the account, he 
was entitled to have it paid and that it was the duty of the bank to 
pay the check when it was presented for payment. That is the reason- 
able inference to be drawn from the facts pleaded. We cannot reasonably 
infer that it was the duty of the bank to comply with plaintiff’s request 
to refuse payment of the check because such inference is in conflict 
with the pleaded facts. 
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We hold therefore that the petition failed to state a cause of action 
and the order sustaining the demurrer was proper. 

Judgment affirmed. 

JOHNSON, C. J., WILLIAMS, V. C. J., and WELCH, CORN, 
DAVISON, HALLEY and HUNT, JJ., concur. 

BLACKBIRD, J., dissents. 





Drawee and Collecting Banks Not Liable 
on Forged Endorsements Without Diversion 
of Funds to Drawer’s Detriment Being 


Established 


The Commercial Trading Company case reported at 72 
Banxine Law Journat 732 (October 1955) has been re- 
versed by the Appellate Division of the New York Supreme 
Court. The lower court had ruled that a drawee bank and the 
Federal Reserve bank which had forwarded three checks for 
collection were liable to the drawer of the checks because of 
improper endorsements. The drawer had loaned money to the 
Kelly Rubber Company and made payment with the subject 
checks which were drawn on the defendant-drawee bank and 
made payable to the company. The checks were endorsed by 
the president of the company and deposited to his own account 
in an Ohio bank. 


When the drawer did not receive repayment of its loan it 
brought suit in Ohio against the company and its president. 
The Ohio court ruled in favor of the drawer against the presi- 
dent but dismissed the suit against the company. The drawer 
then brought suit against the drawee bank in New York for 
the face amount of the three checks less the sum paid by the 
president under the Ohio judgment. In reversing the lower 
New York court decision against the drawee and the Federal 
Reserve bank which the drawee had impleaded, the appellate 
court ruled that in addition to the improper endorsements which 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §822. 
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had been proved by the drawer, it must be established that the 
president of the company had diverted the loan proceeds to the 
ultimate detriment of the drawer. According to the opinion 
it was not sufficient for the drawer simply to prove the Kelly 
Rubber Company did not repay its loan; rather it had to be 
established at a new trial that the president of the company 
diverted the proceeds of the checks “so as to prevent it (the 
drawer) from collecting its loan from the Kelly Rubber Com- 
pany.” Commercial Trading Company v. Trade Bank & Trust 
Company, Supreme Court, Appellate Division, New York, 146 
N.Y.S.2d 570. The opinion of the court is as follows: 


BREITEL, J. P.—This is an action on three checks by the drawer 
against the drawee bank, for payments made on the checks and charged 
to the drawer’s account. The drawer contends that the payments and 
charges were improperly made because the named payee, a corporation, 
never properly endorsed the checks, and the proceeds were diverted by 
an officer of the payee. 

After a non-jury trial, judgment was rendered in favor of the plain- 
tiff drawer. Defendant, the drawee bank, appeals. The third-party de- 
fendant, an intermediate collecting bank impleaded by the drawee bank, 
in turn appeals from the judgment over in favor of the drawee bank. 

The case involves two questions. The first is the nature and extent 
of liability of the intermediate collecting bank and that of the drawee 
bank. The next question is whether the drawer of a check may recover 
from the drawee bank on a claim of payment with notice of possible 
wrongful diversion of the check or its proceeds, without proving the 
actual diversion to its detriment. 

At the trial, the evidence established that plaintiff, Commercial 
Trading Co., in a loan transaction, drew three checks on defendant bank, 
payable to the Kelly Rubber Company, the borrower. One W. F. Kelly, 
president and general manager of the payee, then endorsed two of the 
checks “The Kelly Rubber Co. per W. F. Kelly,” followed by “W. F. 
Kelly,” individually, and deposited them in his personal account with 
the State Bank Company of Massillon, Ohio, which bank was also the 
depositary for the Kelly Rubber Company. The same course was fol- 
lowed with respect to the third check, except that it contained the word 
“Pres.” following the clause “per W. F. Kelly.” The State Bank Com- 
pany then endorsed the checks and had them forwarded to the Federal 
Reserve Bank, the third-party defendant, for collection in New York. 
Subsequently, they were presented and paid by defendant, the drawee 
bank. 


Plaintiff, apparently after it did not receive payment of its loan (evi- 
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denced by the checks) from the Kelly Rubber Company, instituted an 
action in Ohio against the rubber company and W. F. Kelly. The rec- 
ord, however, does not indicate the basis of the action. All that was put 
in evidence was an Ohio judgment in favor of plaintiff against W. F. 
Kelly and dismissing the complaint against the Kelly Rubber Company. 

Plaintiff then instituted this action to recover the face amount of the 
checks less the sum paid by W. F. Kelly, alleging payment by defendant 
drawee bank with notice of the “unauthorized and forged” endorsements 
of W. F. Kelly. The drawee bank then impleaded the Federal Reserve 
Bank, the intermediate collecting bank. The plaintiff drawer recovered 
judgment against the drawee bank and the latter recovered judgment on 
its claim over against the intermediate collecting bank. These judgments 
should be reversed, for the reasons to be discussed. But, a new trial is 
required, because there is some indication that W. F. Kelly may have, in 
fact, wrongfully diverted the checks to plaintiff drawer’s detriment and 
if that be established, since the drawee bank had notice of such possible 
diversion, its liability can be fixed. 

Initially it must be noted that the record did not disclose what the 
Ohio law is with respect to the liability of the State Bank Company in 
Massillon, nor have counsel briefed the issues that would arise therefrom. 
Indeed, this record does not reveal why plaintiff Commercial Trading 
Company, the drawer, has been or is unable to assert its claim for the 
balance of the loan that it made to the Kelly Rubber Company. We can 
only surmise that the Kelly Rubber Company has successfully disputed 
or can successfully dispute that the loan was in fact made to the Kelly 
Rubber Company. But, on the other hand, it then becomes difficult to 
understand how the Commercial Trading Company, the plaintiff here, 
was able to recover part payment of the loan, as is alleged in the com- 
plaint. 

The foregoing consideration may be important in determining the 
nature and extent of the liability of the intermediate collecting bank, 
the Federal Reserve Bank. These are material, too, in determining the 
nature and extent of liability of the Trade Bank and Trust Company in 
New York, the drawee bank. Assuming that notice and the obligation 
which might flow from such notice of possible diversion would not be 
imposed on the Ohio bank under Ohio law, it does not necessarily follow 
that the drawee bank would be exculpated. The drawee bank was au- 
thorized to make payments chargeable to the drawer’s account only 
upon checks which were issued and endorsed in accordance with the 
instructions of the drawer. Under the New York rule and section 95 
of the Negotiable Instruments Law, a bank is not protected merely 
because an endorsement is not condemnable as forged or unauthorized 
under section 42, thus preventing the passage of title. Even if an en- 
dorsement is sufficient to pass title, if the bank knows of extrinsic facts 
or is put on notice, by reason of individual endorsement by a corporate 
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officer and deposit to his personal account of a corporate instrument, 
that there has been a diversion, the bank may be liable. Negotiable In- 
struments Law, § § 94, 95. That stems from the nature of the contract 
between the drawer and the drawee. If the drawer’s check is presented 
to the drawee bank with endorsements or lack of endorsements which 
are sufficient under New York law to give notice of diversion, and as 
a consequence of which the drawer suffers a loss, the drawee bank may 
be liable. 


The first question then which should be considered is whether the 
checks presented at the drawee bank for payment were in such form as 
to give notice of possible diversion and, therefore, possible loss to the 
drawer in pursuing its claim, if any, against the Kelly Rubber Company. 


As pointed out earlier, if the payee’s endorsement was forged or the 
endorsement was made wholly without authority of the payee, then, 
under Section 42 of the Negotiable Instruments Law, the endorse- 
ment is ineffective to pass title. A drawee bank which pays on such an 
instrument bearing such an endorsement is liable to the drawer. Ship- 
man v. Bank of State of New York, 126 N.Y. 318, 27 N.E. 371, 12 
L.R.A. 791. But, in the instant case, there is no question of a forged 
or unauthorized endorsement. W. F. Kelly clearly had authority to 
endorse the payee corporation’s name to the checks in the form in which 
he did. Nor is it disputed by the parties that W. F. Kelly had such 
authority. But, although W. F. Kelly, as president, had sufficient author- 
ity to pass title to the instrument, he did not, in absence of evidence to 
that effect, have authority to appropriate the check or its proceeds for 
his own purposes. Wagner Trading Co. v. Battery Park National Bank, 
228 N.Y. 37, 126 N.E. 347, 9 A.L.R. 340; Campbell Trucking Corp. v. 
Public National Bank & Trust Co. of New York, 201 Misc. 745, 105 
N.Y.S.2d 870. Accordingly, a bank which accepts a check payable to a 
corporation endorsed by the president of the corporation, in the corpo- 
rate name, and deposited in his personal account, is on notice of a possi- 
ble misappropriation of the proceeds. Wagner Trading Co. v. Battery 
Park National Bank, supra. 


Thus, the drawee bank, the Trade Bank and Trust Company in 
New York, under the circumstances of this case, had notice of a pos- 
sible diversion. This notice arose from two facts. The first was that 
the corporate endorsement was immediately followed by an individual 
endorsement. Secondly, the individual endorsement, by reason of the 
bank stamps, suggested deposit to, or cashing for the personal account 
of the individual officer. Under these circumstances the drawee was put 
to inquiry. Epstein v. Chatham Phenix National Bank & Trust Co., 
138 Misc. 765, 246 N.Y.S. 321. 


Assuming, as we may,—inasmuch as there was no proof to the con- 
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trary—namely, that the Ohio law is the same as New York, then under 
the facts thus far established in this case, it would be clear that the 
State Bank Company in Ohio, when it accepted the checks deposited by 
W. F. Kelly, did so at the peril that he, as corporate officer, was divert- 
ing the proceeds thereof.1 The same may be true with respect to the 
Federal Reserve Bank, the collecting bank and third-party defendant 
herein, and the defendant drawee bank. To the collecting and drawee 
banks, it was evident from the back of the checks that W. F. Kelly had 
deposited or cashed the checks for his personal account with the State 
Bank Company in Ohio. They, too, therefore, had such notice as should 
have led them to inquire into the authority of W. F. Kelly to use the 
checks for his own purposes. Concomitantly, they are bound by what- 
ever facts such inquiry would have produced. Munn v. Boasberg, 292 
N.Y. 5, 9, 53 N.E.2d 371, 373; Reif v. Equitable Life Assurance Society, 
268 N.Y. 269, 273, 197 N.E. 278, 279, 100 A.L.R. 55; Kinstlinger v. 
Manufacturers Trust Co., 280 App.Div. 729, 117 N.Y.S.2d 147. 


It is contended by the banks, however, that the rule of Harry M. 
Lasker, Inc., v. Mutual Bank of Roseville, Sup., 194 N.Y.S. 379, affirmed 
201 App.Div. 333, 194 N.Y.S. 381, affirmed 234 N.Y.550, 138 N.E. 442, 
requires their absolution from liability. The Lasker case is inapplicable. 
In the Lasker case the check made payable to the corporation was first 
endorsed in the name of the corporation, by two officers thereof. These 
two officers then individually endorsed the check. Subsequent to these 
endorsements there appeared the signature of one other individual and 
still further endorsements showing collection of the check by the de- 
fendant bank. It was claimed by the plaintiff drawer that these en- 
dorsements indicated possible diversion of the check by the corporate 
officers. It was held, however, that the individual signatures of the 
officers following the corporate endorsement did not give notice that the 
officers had individually obtained the proceeds of the check, rather than 
had used them for corporate business purposes. This was so, as noted 
by the court, because “Corporate obligations frequently bear the per- 
sonal indorsements of its officers, in order to give the instrument greater 
credit. . . .” Harry M. Lasker, Inc. v. Mutual Bank of Roseville, 194 
N.Y.S. 379, 380. Thus, the situation where the individual endorsements 
are merely stages in a transfer of the instrument, and not for the pur- 
pose of deposit to or cashing for the personal account of the officer, 
there may be an absence of notice of possible diversion. So, at most, 
the Lasker case seems to hold. 
1While a corporate resolution was on file with the State Bank Company, one which in 
proper circumstances would in New York absolve a bank ‘from liability on corporate 
instruments payable to a corporate officer under the exception contained in section 95 
of the N. Y. Negotiable Instruments Law, the resolution does not avail in this case. The 
resolution filed did not authorize the corporate officer to endorse individually or deposit 
to his own account checks payable to the corporation, as distinguished from checks drawn 


by the corporation on its own depositary. In this respect the holding of Special Term 
was unexceptionable. 
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But, this is not the situation here, for it was evident that the checks 
in question were deposited in the State Bank Company in Ohio to the 
personal account of W. F. Kelly, or at least cashed for his personal 
account. Under these circumstances, the Ohio bank had notice and it 
cannot be said that the drawee and collecting banks were not put to 
inquiry. Epstein v. Chatham Phenix National Bank & Trust Co., 138 
Mis. 765, 246 N.Y.S. 321, supra. 


But, to establish a taking of the checks in bad faith, Negotiable In- 
struments Law, § 95, and fasten liability by reason of notice thereof 
on either the drawee or collecting bank, it was still incumbent upon 
the drawer to establish a loss, namely, that in fact the proceeds were 
diverted by W. F. Kelly so as to prevent it from collecting its loan 
from the Kelly Rubber Company. Under the Negotiable Instruments 
Law notice of a defect is insufficient to hold a bank liable, unless in fact 
the defect, that is, the prior negotiation of the check in bad faith, is 
established. Kinstlinger v. Manufacturers Trust Co., supra; cf. Munn v. 
Boasberg, supra; Reif v. Equitable Life Assurance Society, supra. 


It is argued by the drawer, however, that the fact of diversion was 
established. But, this is not so. The Ohio judgment, in absence of 
more evidence than its mere recital of liability of W. F. Kelly and non- 
liability of the Kelly Rubber Company, does not establish diversion. 
Nor, does the evidence that the Kelly Rubber Company did not pay its 
loan. The drawer must prove that W. F. Kelly diverted the checks, or 
their proceeds, so as to prevent it from collecting its loan from the 
Kelly Rubber Company. Otherwise it sustained no loss. 


Accordingly, since it was established that the endorsements on the 
checks were sufficient to give the drawee and perhaps the collecting 
banks notice of a possible diversion by W. F. Kelly, a new trial should 
be had at which plaintiff drawer will be obliged to establish in fact, that 
diversion to its detriment, rather than that of the Kelly Rubber Com- 
pany, took place. If this is established, then the liability of one or more 
of the banks will have been made out. 


The judgment should be reversed and a new trial ordered, with costs 
to the appellants to abide the event. 


Judgment unanimously reversed and a new trial ordered with costs 
to the appellants to abide the event. 


Order filed. 


All concur. 
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Bank’s “Time Price” Extension of Credit 
Held to Violate Usury Laws 


An important court, the Federal Court of Appeals in the 
Fifth Circuit has ruled that a bank in financing the purchase 
of automobiles under conditional sales contracts which de- 
signated a “time price” was in fact extending credit to the 
purchasers at a usurious rate of interest. The undisputed facts 
of the case were that during the negotiations leading to the 
sales only a cash price was mentioned. The time price was later 
calculated by the bank to which the contracts were assigned 
by adding to the cash price, insurance and recording fees and 
interest or discount. The interest, although stated at 5% in 
fact amounted to 9.75% since no credit was given on principal 
for monthly installment payments. 

In ruling against the bank the court pointed out that even 
though it would not have been improper for the vendor to 
have charged one amount for cash and a greater amount for 
time payments so long as the purchaser was made aware of 
this, the bank could not simply add usurious interest charges 
to the cash price when extending credit to the purchasers. It 
is probably of some significance in this case that the conditional 
sale contracts were on printed forms furnished by the bank on 
the backs of which were printed the forms of assignment to 
the bank. Daniel v. First National Bank of Birmingham, 
United States Court of Appeals, Fifth Circuit, 227 F.2d 353. 
The opinion of the court is as follows: 


RIVES, C. J.—Under Title 12, Sections 85 and 86' of the United 
States Code Annotated, Daniel and Dillard filed separate suits against 
The First National Bank of Birmingham for the recovery of twice the 


1 “§ 85. Rate of interest on loans, discounts and purchases 

“Any association may take, receive, reserve, and charge on any loan or discount 
made, or upon any notes, bills of exchange, or other evidences of debt, interest at the 
rate allowed by the laws of the State, Territory, or District where the bank is located, 
or at a rate of 1 percentum in excess of the discount rate on ninety-day commercial paper 
in effect at the Federal reserve bank in the Federal reserve district where the bank is 
located, whichever may be the greater, and no more . . . . When no rate is fixed by the 
laws of the State, or Territory, or District, the bank may take, receive, reserve, or charge 
a rate not exceeding 7 per centum, or 1 per centum in excess of the discount rate on 
ninety-day commercial paper in effect at the Federal reserve bank in the Federal re- 
serve district where the bank is located, whichever may be the greater, and such interest 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §1564. 
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amount of usurious interest alleged to have been knowingly charged by 
the defendant and paid by each of the plaintiffs. The amount involved 
in each case was less than $3,000.00, but it is not questioned that the 
district court had at least concurrent jurisdiction wit’: the state courts.” 
In the district court, the cases were heard together before the court 
without a jury resulting in judgments for the defendant. The appeals 
were consolidated. 

The cases grew out of three conditional sales of motor vehicles, two 
of the vehicles having been purchased by Daniel and one by Dillard. 
The conditional sales contracts were on printed forms furnished by 
the Bank on the backs of which were printed forms of assignment to 
the Bank. Each recited that the sale had been made “for a total time 
price of” so many dollars. The cases turn on the genuineness of such 
“time price.” In each case, if there was in fact a “time price” in the 
amount stated, no usurious interest was paid by either appellant. On 
the other hand, if the “time price” was a mere cloak to conceal usurious 
interest actually paid to the Bank by each appellant, then recovery 
should have been had. The district court made similar findings of fact and 
conclusions of law in each case. We quote in the margin from those 
made in the Dillard case.* 

As we read the record, the evidentiary facts are not in any real 
dispute, and the district court’s conclusion therefrom is simply the 
‘result reached by its process of legal reasoning, and is subject to re- 
view on appeal free from the restraint of the “clearly erroneous” rule. 


may be taken in advance, reckoning the days for which the note, bill, or other evidence 
of debt has to run. . 

“$ 86. Usurious interest; penalty for taking; limitations 

“The taking, receiving, reserving, or charging a rate of interest greater than is 
allowed by the preceding section, when knowingly done, shall be deemed a forfeiture of 
the entire interest which the note, bill, or other evidence of debt carries with it, or 
which has been agreed to be paid thereon. In case the greater rate of interest has been 
paid, the person by whom it has been paid, or his legal representatives, may recover 
back, in an action in the nature of an action of debt, twice the amount of the interest 
thus paid from the association taking or receiving the same: Provided, That such action 
is commenced within two years from the time the usurious transaction occurred.” 


See 28 US.C.A. § 1855; 12 US.C.A. § 94; First National Bank of Charlotte v. Morgan, 
182 US. 141, 144, 10 S.Ct. 37, 33 L.Ed. 282; Schuyler National Bank v. Bollong, 150 U.S. 
85, ik yy 24, 37 L.Ed. 1008; 7 AmJur., Banks, § 821, Pocket Supp.; Annotation 
139 A 416. 


3 “Findings of Fact 

“3. The Conditional Sale Contract required the plaintiff to keep the property in- 
sured, and authorized Baggett Transportation Company to procure such insurance 
at plaintiff's expense. In computing the time price, Baggett Transportation Company 
added into said price - premium for insurance upon the tractor and paid said premium 
to the insurance agent 

“4, Before executing said Conditional Sale Contract, plaintiff was informed by said 
Baggett Transportation Company that the cash price of the tractor was about $9,800.00. 
Plaintiff did not have the cash with which to make the purchase, and he knew when he 
purchased the tractor and executed the Conditional Sale Contract that he was paying 
more by reason of the purchase on credit than he would have paid had he paid the cash 
purchase price, and he knew that he was paying a total of $10,357.67 in monthly in- 
stallments. 
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Galena Oaks Corp. v. Scofield, 5 Cir., 218 F.2d 217, 219, and au- 
thorities there cited. 

Usurious contracts are condemned by public policy both state 
and national. Code of Alabama 1940, Title 9, § § 60-67; 12 U.S.C.A. 
§ § 85, 86 (footnote 1, supra). That public policy cannot be defeated 
by the simple expedient of a written contract, but the real substance 
of the transaction must be searched out. Grider v. Calfee, 242 Ala. 
50, 4 So.2d 474; Davis v. Elba Bank & Trust Co., 216 Ala. 632, 114 So. 
211; Pryor v. Deed, 248 Ala. 106, 26 So.2d 270; In re Brown, D.C.Ala., 
24 F.Supp. 166; In re Hargrove, D.C.Ala., 64 F.Supp. 103. As well said 
many years ago by Chief Justice Bleckley of the Georgia Supreme Court: 


“No disguise of language can avail for covering up usury, or 
glossing over an usurious contract. The theory that a contract 
will be usurious or not, according to the kind of paper bag it is 
put up in, or according to the more or less ingenious phrases made 
use of in negotiating it, is altogether erroneous. The law intends 
that a search for usury shall penetrate to the substance.” Pope v. 
Marshall, 78 Ga. 635, 4 S.E. 116, 118, 


followed in Jackson v. Commercial Credit Corp., 90 Ga.App. 352, 83 
S.E.2d 76, 78. 

Appellee Bank concedes, as it must, that contrary to the rule in 
Alabama and in many other states, the federal statute prohibits usury 
in discounts upon purchase of commercial paper, as well as usurious 
loans as such. 12 U.S.C.A. § 85 (footnote 1, supra); National Bank of 
Gloversville v. Johnson, 14 Otto 271, 104 U.S. 271, 26 L.Ed. 742. While 
the amount of each so-called discount was actually usurious, and the 
appellee Bank acknowledges that the proper party could have recovered 
the statutory penalties, it insists, and the district court held, that each 
usurious discount was the loss of the conditional seller of the vehicle 
and assignor of the contract and was not paid by either appellant. 

Appellants, on the other hand, concede, as they must, that a bona 


“6. . . . Baggett Transportation Company offered to sell said Conditional Sales 
Contract to defendant, and defendant on said date purchased said Contract for the 
sum of $9,416.06, a discount of $941.61. The discount was at a rate in excess of 8 per 
cent per annum. The purchase was effected by Baggett Transportation Company ex- 
ecuting a written assignment and transfer to defendant of said Contract and the property 
therein described and by defendant paying the purchase price of $9,416.06 to and to the 
order of Baggett Transportation Company. 

* * - * * 
“Conclusions 

“1. The court being of the opinion that the Conditional Sale Contract represented 
the purchase of a chattel by the plaintiff from Baggett Transportation Company at a 
time or credit price, and was the bona fide sale of a chattel and was not a loan, and the 
subsequent purchase by the defendant of the Conditional Sale Contract from Baggett 
Transportation Company was a bona fide purchase, and the transaction did not con- 
stitute a sham or device to evade the usury laws, and no loan was made to plaintiff by 
defendant, and the amount of the discount upon such purchase of the Contract by de- 
fendant was not paid by the plaintiff, the court is of the further opinion that the 
plaintiff is not entitled to recover of the defendant under Sections 85 and 86 of Title 
12 of the United States Code, or under any other applicable law or laws.” 
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fide sale of property on credit at a price which exceeds the cash price by 
more than the legal rate of interest does not constitute usury, since the 
seller can fix one price for cash and another for credit. Hogg v. Ruffner, 
1 Black 115, 66 U.S. 115, 17 L.Ed. 38; Commercial Credit Co. v. Tar- 
water, 215 Ala. 123, 110 So. 39, 48 A.L.R. 1437; 91 C.J.S., Usury, § 18 (a); 
55 Am.Jur., Usury, § 21. 

The abstract legal principles are thus simple enough and not in dis- 
pute. The question is what was the real nature of each of the transactions 
here involved? Was the sale at a bona fide time price or at a cash price 
combined with a loan or extension of credit? Without dispute, the Bank 
had not only furnished the forms but one of its employees showed the 
sellers how to make the computations. Acocrding to the Bank’s assistant 
vice-president in charge of equipment loans: 





“A. We would have taken the amount that we would have to 
disburse and add on our 5 per cent discount that we expected to 
charge the dealer for the paper, so that he could include the proper 
charge in the paper and come out with the amount that he expected 
to receive. 

“Q. The gross that you would have to disburse? A. Yes, 
sir. 

“Q. How would you arrive at the amount that you would have 
to disburse? A. That was the net amount due on the purchase 
price as told us by the dealer, plus the insurance, and plus the 
recording fee. 

“Q. So you would take the purchase price of the equipment 
and the recording fees and the interest, I mean the recording 
fees and the insurance, add the three items up, to the purchase 
price of the equipment, the insurance and the recording fees, and 
then calculate your discount as you call it on that? A. You 
say the purchase price. You mean the net purchase price? 

“Q. That’s right. A. After down payment. 

“Q. That is the price you were advised of by the dealer? A. 
That’s right.” 


ee ee ee 


In fact in the case of the Dillard contract which was one of the 
“first half dozen sales” made by the seller, the “time price” was actually 
calculated at the bank by one of its employees. 

It is undisputed that in the negotiations leading up to the sales only 
one price was mentioned and that was the cash price. The “time 
price” was calculated on the cash price by adding thereto insurance, 
recording fees, and interest or discount. This interest or discount was 
stated to be at 5%, but since no credit on the principal was given for 
the monthly installment payments, as was required by state law,* the 
Bank’s officer admitted that the actual rate was approximately 9.75%. 
In each case, following the execution of the contract and of the assign- 
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ment, the Bank paid direct for the benefit of the purchaser of the vehicle, 
the unpaid amount of the cash purchase price, the insurance charges 
and the recording fees. Thereafter, in monthly installments, the pur- 
chaser repaid to the Bank those amounts in full plus the Bank’s dis- 
count or interest at a usurious rate. In addition, in the Daniel case, 
after the transactions were closed, the Bank deposited to the credit of 
the seller of the vehicle, assignor of the contract, an amount figured 
at “1% of the net income” in a “reserve account”, on which there were 
no restrictions. 

In each case, the testimony is without dispute that at no time in 
the course of the negotiations was any “time price” agreed upon or 
even mentioned. In the Dillard case, the Bank insisted as a condition 
to its acceptance of the paper, that the purchaser pay one thousand 
dollars in addition to the trade-in value of his old vehicle, which pay- 
ment was effected by a side loan from one of the seller’s officers, 
thereafter repaid in full. Until that down-payment was arranged, it was 
impossible to compute the so-called “time price.” The evidence leaves 
us in no doubt that there was never any bona fide “time price” in any 
one of the three contracts but that the real transaction was a sale at a 
cash price accompanied by a loan or extension of credit to which the 
Bank was privy throughout. Any other result of the plain transactions 
here involved would leave that vast number of persons who purchase 
equipment and vehicles on credit, the financing of which is pre-arranged 
between the dealer and the bank or finance company, outside the pale 
of protection of the state and national laws against usury.5 

The result which we have reached is in no wise contrary to the 
holding of the Alabama Supreme Court in the case of Commercial Credit 
Co. v. Tarwater, 215 Ala. 123, 110 So. 39, 41, 48 A.L.R. 1437. In that 
case, the test of usury vel non was made to depend upon the realities 
of the transaction. That clearly appears not only from the Court’s 
careful examination and analysis of the evidence, but also from repeated 
statements in the opinion: 


“Tf in fact the sum of $654 represented the credit price of the 
car, as distinguished from its cash delivered price of $600, the 
transaction is not usurious, as the parties had a perfect right to 
agree upon such a purchase though the advanced price should be 
in excess of the legal rate of interest upon the cash price. .. . we 
think the testimony of the defendant himself is persuasive to the 
effect that he understood the difference between the cash and credit 


4Code of Alabama 1940, Title 9, § 64: 

“Partial payments applied to interest— 

“When partial payments are made, the interest due is “first to be paid, and the 
balance applied to the payment of the principal.” 
5See Jackson v. Commercial Credit Corp., 90 Ga.App. 352, 83 S.E.2d 76; Hare v. Gen- 
eral Contract Purchase Corp., 220 Ark. 601, 249 S.W.2d 973, 978; 91 CJ.S., Usury, § 21; 
Annotations, 48 A.L.R. 1446, 91 A.L.R. 1118, 143 A.L.R. 256, 165 A.L.R. 629; 2 A.L.I_Re- 


statement, Contracts, § 529. 
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price, and that he was paying more for the car on account of ac- 
cepting the benefit of time monthly payments, and not paying an 
usurious rate of interest on the cash delivered price, though he 
gave little attention to the exact difference between the two. ... 
if in fact the sum agreed upon represents in good faith the credit 
price of the car as understood by the parties, the transaction is 
free from any taint of usury.” Commercial Credit Co. v. Tarwater, 
supra, 110 So. at pages 40 and 41. 


In Ballard v. First National Bank of Birmingham, 261 Ala. 594, 75 
So.2d 484, 486, the fact that the amount represented the balance of 
the mortgage debt given for the purchase price was not questioned, but 
was expressly stipulated. 

The judgments are, therefore, reversed and the causes remanded with 
directions to enter judgments for the plaintiffs. 

Reversed and Remanded with directions. 

JONES, Circuit Judge, dissents. 

JONES, Circuit Judge (dissenting). 

I cannot join with the majority. The basic transactions, as I see 
them, were sales of trucks by Baggett Transportation Company to the 
plaintiffs. The defendant bank bought from Baggett Transportation 
Company conditional sale contracts executed by the plaintiffs. There was 
no contractual relationship between plaintiffs and defendant. The fur- 
nishing of forms, the computation of installments and discussions regard- 
ing the purchase of the paper are not, I think, such factors as convert 
a sale by one person into a loan by another. My view is that if the plain- 
tiffs paid usury it was to or for the account of their vendor, Baggett 
Transportation Company, not the defendant bank; and if the bank 
exacted usury it was from Baggett Transportation Company, not the 
plaintiffs. The District Court so held and I would affirm its judgment. 











Ring Out Wild Bells 

An important issue to the banking industry has been settled in 
a New York City Magistrate’s Court recently. The question was 
whether the ringing of bank clock chimes was “unnecessary noise” 
as charged by a light sleeping resident who lived near the bank or 
“mild and melodious sounds” as contended by the bank manager. 
If the ringing was more than mild melody, the bank could be made 
to tone the chimes down since making “unlawful and unnecessary 
noise” is a violation of the city’s Administrative Code. The Magis- 
trate in deciding the case consulted Webster’s New International 
Dictionary and strolled past the bank when the chimes were ring- 
ing. His opinion: The chimes “are of musical note and are not of 
such character as could unduly harass”. Webster agrees that chimes 
are “a set of bells musically tuned, as in a clock tower”. 
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COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kotte, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 


A matter which has not yet 
been treated in this column 
but one which needs at least 
passing attention is the 
subject of criminal lia- 
bility in connection with 
secured credit transac- 
tions. In looking over cur=- 
rent cases it is apparent 
that a good portion of the 
criminal cases in this area 
center around the statutes 
which make it a crime to 
sell, destroy, conceal, 
abandon or otherwise dispose 
of goods subject to a secur= 
ity interest without notice 
to or consent of the one own=- 
ing such interest. Two typi- 
cal statutes covering this 
situation are found in Pen-=- 
nsylvania and Arizona. Pen=- 
nsylvania provides that any 
debtor who possesses goods 
subject to a security inter- 
est and who "maliciously or 
fraudulently" disposes of 
such goods claiming that he 
has complete ownership in 
them is guilty of a misde- 
meanor and subject to a fine 
of up to $500 or imprisonment 
for one year or both. Ariz- 
ona on the other hand pro- 





vides that "It is unlawful 
for a person who has mort- 
gaged personal property to 
another, or who has posses= 
sion of personal property 
under a contract of sale 
whereby the vendor retains 
title, to: . e « without 
first obtaining the written 
consent of the mortgagee or 
vendor .. e sell, transfer, 
or in any manner encumber 
such property without first 
fully advising the person to 
whom the sale, transfer or 
encumbrance is to be made, 
of the facts of the prior 
mortgage or contract of 
sale. . « e" A violation of 
this statute which also con- 
tains prohibitions against 
concealing destroying or 
removing such property 
calls for fines of $100 to 
$5,000 or imprisonment for 
one to five years or bothe 
In addition to the cases 
which come up directly under 
these statutes there are 
many cases concerning ma- 
licious prosecution arising 
for the most part when a per= 
son in possession of goods 
subject to a security in- 
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terest believes he has been 
subjected to criminal in- 
dictment without just cause 
by the holder of such inter= 
est. Some of the cases this 
month serve to illustrate 
both the possibility of 
criminal liability under the 
Statutes and civil lia- 
bility for malicious prose=- 
cution. 


SALE OF MORTGAGED 
PROPERTY 


Section 538 of the Penal 
Code of California requires 
that written notice be given 
to the mortgagee before 
mortgaged property is sold. 
A mortgagor was indicted 
under this statute for al- 
legedly selling mortgaged 
cows without giving requis- 
ite notice to the mortgagee. 
The court ruled in favor of 
the mortgagor pointing out 
that the statutory require- 
ment of written notice was 
waived by the mortgagee who 
had given his oral consent 
to the sale. The court noted 
that the statute was de- 
Signed to prevent the dis- 
posal of mortgaged property 
without the wmortgagee's 
knowledge and since the 
mortgagee had consented to 
the sale there was no rea- 
son for the statute to be 
applied. People v. Farmer, 
California District Court 
of Appeal, March 7, 1956. 
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MALICIOUS PROSECUTION— 
PROBABLE CAUSE PROVED 


One risk the holder of a 
security interest takes when 
he seeks to have some one 
indicted for alleged fraudu- 
lent disposal of property 
subject to his interest is 
the risk of a counter civil 
suit for malicious prosecu- 
tion. Such civil suits in- 
variably arise when the per- 
son indicted for a crime and 
then found not guilty be- 
lieves the one responsible 
for the criminal indictment 
acted from malice rather 
than good cause. For ex- 
ample, in New York a mort=- 
gagee caused an indictment 
to be found against his mort- 
gagor for disposing of prop- 
erty allegedly in violation 
of amortgage agreement. The 
mortgagee believed the mort- 
gagor had removed or secret= 
ed certain logs or lumber 
which, according to the 
agreement was to be left 
on the mortgagee's prop- 
erty until the mortgage 
was paid. The indictment 
against the mortgagor was 
dismissed because of the ab- 
sence of witnesses and sub- 
Sequently the mortgagor 
brought a civil suit for ma- 
licious prosecution against 
the mortgagee. 

The court ruled that the 
mortgagee was not liable 
Since there had been "prob= 
able cause" to believe the 
mortgagor disposed of the 
property in violation of the 
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agreement. Ashlaw v. Rac- 
quette River Paper Company, 
Appellate Division of the 
New York Supreme Court, De=- 
cember 23, 1955. 


* * * 


MALICIOUS PROSECUTION— 
LACK OF PROBABLE CAUSE 


In Iowa on the other hand, 
the seller of an automobile 
under a conditional sale 
contract could not escape 
liability for malicious 
prosecution of the condi- 
tional buyer even though 
the seller's attorney rather 
than the seller itself in- 
Stigated the criminal pro- 
ceedings. The court ruled 
that the termination of 
the criminal proceedings 
against the buyer showed 
prima facia that there was 
want of probable cause in 
instituting the criminal 
suite Moreover, there was 
sufficient evidence to show 
that the criminal process 
had been used for private 
purposes which to the court 
was an indication of malice 
on the part of the seller. 
Ashland v. Lapiner Motor 
Company, Iowa Supreme Court, 
March 6, 1956. 


* * * 


MALICIOUS PROSECUTION— 
CONCLUSIVE EVIDENCE OF 
PROBABLE CAUSE 


Another case in this same 
vein occurred a few months 
ago and illustrates still 
another point. There, the 
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seller had a conditional 
buyer arrested after de- 
fault in payments on a cedar 
chest which the buyer had 
purchased for his daughter. 
The seller claimed the buy- 
er had wrongfully caused 
the chest to be removed from 
the state and the trial court 
in the criminal case con- 
victed the buyer on this 
claim. The appellate court, 
however, reversed the con- 
viction on grounds that the 
removal was not criminal 
because the seller knew all 
along that the chest was to 
be given away. After this re- 
versal the buyer sued the 
seller for malicious pros- 
ecution but the court ruled 
that the conviction by the 
trial court in the criminal 
suit constituted "conclus- 
ive evidence" that the sell- 
er had probable cause in in- 
stigating that suit even 
though the trial court's 
conviction was reversed. 
Alexander v. Laman, Arkan- 
sas Supreme Court, November 
7, 1955. 


* * * 


SUPREME COURT FAVORS 
FINANCE COMPANY 


The United States Supreme 
Court has overruled both a 
federal district court and 
a circuit court of appeals 
in a case involving the as- 
Signment of a conditional 
Sale contract. The federal 
government sought to have an 
automobile forfeited be- 
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cause of its use in trans- 
porting non tax-paid whis- 
key. At the time the car was 
sold under a conditional 
sale contract which was as=- 
Signed to a finance company, 
the company inquired from 
the Federal Alcohol and To- 
bacco Unit whether or not 
the conditional buyer had a 
record of violating liquor 
laws of any state or of the 
United States. The Federal 
Unit replied by a form let- 
ter that it had no record of 
the buyer as a liquor law 
violator but that it did not 
keep in its files a record 
of state and local arrests. 


Warning to National Banks Advertising Common Trust Funds 


“In recognition of the usefulness of common trust funds when 
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When the finance company op- 
posed the forfeiture action, 
the Supreme Court ruled that 
this form letter reply did 
satisfy the requirements of 
18 U.S.C. §3617 even though 
the Federal Unit's letter 
indicated a limited knowl- 
edge of the buyer's reputa- 
tion with state and local 
law enforcement agencies. 
Since the finance company 
had complied with the sta- 
tutes, its interest in the 
car would not be forfeited. 


Murdock Acceptance Corpora- 
tion v. United States, Uni- 


ted States Supreme Court, 
March 26, 1956. 



























soundly administered within the framework of their intended pur- 
poses, it would seem that the tone of common trust fund ad- 
vertising should in every manner be appropriate to the collective 
uses and advantages of such funds without seeking to popularize 
any particular use or advantage. However, advertising which fails 
to make clear that a common trust fund is solely a facility for 
the investment of funds held for true fiduciary purposes or ad- 
vertising which overemphasizes the advantages of such funds for 
investment or estate building purposes would be inconsistent with 
the applicable restrictions on publicity of such funds. Banks operat- 
ing common trust funds are enjoined to use particular care in the 
preparation or the approval of advertising copy and to see that it is 
in every way compatible with the spirit as well as the letter of 
the provisions of sec. 206.17(a).” Interpretation, Board of Gov- 
ernors Federal Reserve System, 21 F.R. 1488, March 7, 1956. 
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BANKING LEGISLATIVE 


TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan and 
finance companies, credit insurance, banking and related fields, as re- 
ported from state capitals throughout the country, include the following: 


ARIZONA: Governor McFarland signed into Arizona law a bill 
providing for the deposit and investment of state funds and permitting 
a state investment board to invest surplus funds in banks at interest not 
to exceed 1 per cent for periods of six months or more. 


CALIFORNIA: A blistering attack on practices of some mortgage 
loan brokers was made by the California Assembly’s finance and insur- 
ance subcommittee on lending agencies, which reported that a new state 
law designed to regulate the brokers had failed to halt unscrupulous 
operators. 

Headed by Assemblyman Jesse Unruh, Los Angeles County Demo- 
crat, the subcommittee found the new law allows the broker to collect 
charges even though a deal may have been canceled. 

“It provides no protection, however, for the borrower,” the commit- 
tee said, “and no recourse whatsoever if he finds himself the victim of 
misrepresentations made by the broker. 

“This appears somewhat like protecting the wolf against Little Red 
Riding Hood.” 

The committee reported the mortgage loan brokers are following a 
pattern in writing all contracts for 36 months to take advantage of 
higher fees. 

The new act limits brokerage fees and costs with a 5 per cent fee 
allowed on a one year contract, 10 per cent on a two year contract and 
15 per cent for three years. 

“Tt appears,” the committee said, “in an effort to recoup part of the 
losses of profit imposed through regulation of fees, the broker now 
utilizes heavy prepayment bonuses and other devices.” 

Asserting that a consistent pattern of “misrepresentation and delib- 
erate omission” exists, the committee said its investigation showed 
borrowers in many instances were never given a complete picture of the 
cost involved; they signed many documents in bJank and were led to 
believe the broker himself was supplying the money for the loans. 

“Tn addition,” the report said, “the borrower was misled through high 
pressure advertising and sales techniques into believing the broker was 
providing an easy solution to the borrower’s financial dilemma.” 
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The committee observed that the Mortgage Loan Brokers Associa- 
tion was engaged in an attempt to “clean its Augean Stables with its 
own pushbroom.” 

“The committee,” the report said, “feels that unless some broader 
interest in the welfare of the borrower is evinced it will be virtually im- 
possible for members of this profession to do more than simply brush 
out the cobwebs from the stable without even touching the main debris. 

“Since potentially every time a loan secured by a trust deed is made 
it involves the possible loss of the home of a citizen of our state and 
since evidence substantiates the fact that sharks and parasites of every 
conceivable type are preying upon the unfortunate and defenseless, it 
would seem incumbent upon the legislature to develop through continu- 
ing study and investigation full guarantee that fair play shall exist.” 


INDIANA: Sale of credit life insurance to small loan borrowers 
was both defended and attacked at the most recent hearing conducted 
by a State Legislative Advisory Commission subcommittee investigating 
the practice in Indiana. 

Controversy over the sale of credit insurance first flared up in Indiana 
last fall when a regulation proposed by the State Department of Finan- 
cial Institutions was assailed by opponents as a disguised authorization 
for the requirement of credit insurance in connection with small loans 
regardless of the borrower’s need or desire for such protection. 

At the recent subcommittee hearing, the sale of such insurance was 
defended by Albert Ward, an Indianapolis lawyer representing the In- 
diana Consumer Finance Association. Opposition was led by attorneys 
representing Household Finance Co., which provides borrowers with 
credit insurance at its own expense. 

Defenders of such insurance sales told the subcommittee that more 
and more small loan borrowers are demanding credit insurance. 

Thomas H. Cougill, vice president of the finance association, said a 
1954 survey of approximately 400 Indiana small loan firms revealed that 
51.7 per cent of the borrowers insured their loans. A year later, he added, 
the proportion had risen to 64.4 per cent of all borrowers serviced by the 
interviewed companies. 

“The convenience of the borrower, the low cost of the premium and 
the requirement of regulation,” Ward declared, “make it desirable that 
credit insurance be provided to the borrower at the office of the lender 
unless the borrower already has insurance.” 

Ward contended that the State Department of Financial Institutions 
already has the power to regulate credit insurance premiums and fees 
without additional legislation. 

Leo M. Gardner of Indianapolis and Roger S. Barrett of Chicago, 
attorneys for Household Finance, held that the practice of selling in- 
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surance to borrowers violates the intent of the small loan law by adding 
extra charges. 

“Tt is Household’s belief,” Gardner said, “that the lender has all the 
advantages, and that the borrower’s emotional situation is such that 
he will actually be under the domination of the lender to the extent that 
what he may deem to be voluntary action on his part in purchasing credit 
insurance is in fact involuntary.” 


KENTUCKY: State Insurance Commissioner Cad P. Thurman 
announced the issuance of a regulation directing all companies that write 
collision insurance on automobiles sold under conditional sales contracts 
to send questionnaires to each individual Kentucky holder of a policy in 
force since Jan. 1, 1954, to determine whether overcharges were made 
because of misclassification as to the age of the drivers of the insured 
vehicles. 

Frank Hart, director of the State Insurance Department’s casualty 
and surety division, said state examiners, in checking the records of 
several such companies, had found “very substantial overcharges.” 

“The problem is a nationwide one,” he pointed out. “We received 
word from Connecticut that refunds in that state have amounted to 
about $500,000.” 


MASSACHUSETTS: A bill introduced in the Massachusetts leg- 
islature would require money lenders to give debtors a statement on 
Jan. 31 of each year, stating the amount paid on account, amount on 
principal and amount on interest. Violation would be punishable by 
fines of $100 to $500. The measure was sponsored by House Majority 
Leader John F. Thompson, Ludlow Democrat. 

In another development, Massachusetts State Insurance Commis- 
sioner Joseph A. Humphreys charged in a report to Governor Herter 
that more than 10,000 automobile owners in the state have been “taken 
in” for a total of at least $250,000 by certain insurance companies, auto- 
mobile dealers and finance firms which have “jointly perpetrated” flag- 
rant overcharges. 

Asserting that his department’s investigation into the alleged over- 
charges was being pursued with vigor, Humphreys said eight insurance 
companies and finance firms had been named and that more would be 
involved before the probe ended. Only one of the eight, he said, was 
a Massachusetts company. He added that none of the established 
casualty insurance companies in Massachusetts which write the bulk 
of the compulsory automobile liability insurance coverage in the state 
was involved. 

Humphreys said a team of State Insurance Department examiners, 
backchecking on “every bit of writing in Massachusetts,” recently un- 
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covered the practice of misclassification of collision insurance coverages 
resulting in premium overcharges assessed against many Massachusetts 
car owners who purchased vehicles since August, 1954. 

He explained the misclassification practice involved the placement 
of car owners in higher risk classifications such as the “under-25 and 
business use” groups. Several of the firms under investigation, he said, 
were affiliated and in some instances controlled by finance companies. 

Humphreys said more than $50,000 of the overcharges already had 
been returned to automobile owners as a result of the probe and that the 
refunds were being supervised closely to make sure proper reimburse- 
ment was made. 

Many of the violations uncovered, he continued, revealed that “vic- 
tims of overcharges” were also sold a “credit life, accident and health 
and bail bond package deal” which further inflated their already heav- 
ily “loaded” monthly finance payments. 

Humphreys said the accident and health coverages, forms of which 
had not been approved by the state, contained such doubtful benefits 
as those collectible only when: 

“The policyholder has been injured due to the wrecking of a bicycle 
upon which he is riding.” 

“The policyholder must be injured by the burning of a church if the 
assured were there at the beginning of a fire.” 

“The collapse of the outer wall of a building while the assured is 
therein.” 

Humphreys said his department proposed to contact each one of 
the 10,000 Massachusetts motorists believed to have been overcharged. 
Initial inquiries, he said, indicate that an average of seven out of 10 
car purchasers insured against collision by the companies involved had 
been overcharged from $24 to $75. 

In addition, he said, these car owners were assessed “excessive costs 
finally determined to exist in the ‘package deal’ which cost the insured 
an additional $15 per year for financing. This coverage on a three-year 
financed automobile note would cost the insured $45.” 


MICHIGAN: A bill that would have raised from $15 to $20 the 
minimum charge for financing any automobile installment sales con- 
tract, and provided that the $20 be charged first before figuring rebates 
to purchasers wishing to pay up their contract ahead of the due date, 
was finally buried in the Michigan legislature after having stirred up 
acrimonious controversy in both legislative branches. 

The fight against the bill was led by Rep. W. I. Bowerman Jr., 
Lansing Republican, who said it could have added approximately $3,- 
000,000 a year to automobile financing charges levied against Michigan 
residents. 
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He said finance company representatives had told him that about 
150,000 automobile purchasers in the state annually pay off their con- 
tracts ahead of time. His $3,000,000 figure, he explained, resulted from 
the addition of $20 to the 150,000 deals. 

Bowerman said he was informed the state banking commissioner, 
under whose jurisdiction many automobile finance deals are handled, 
had advised Governor Williams that he was opposed to the added $20 
in the bill. 

Before the bill was approved by the Michigan House it was amended 
at Bowerman’s request to eliminate the $20 added charge provision. 
Bowerman also succeeded in having the bill amended to remove a pro- 
vision that would have lengthened the contract limit from 24 to 30 
months. 

Advocates of the bill contended Bowermann’s figures on added costs 
were out of line and finance companies needed the extra income. 

Rep. T. John Lesinski, Detroit Democrat, declared the whole auto- 
mobile business and Michigan’s economy in general depended largely on 
finance companies to keep things running. If the finance companies 
could not operate, he warned, the state’s economy would be adversely 
affected. 

After the bill was returned to the State Senate in amended form, its 
sponsor, Senator H. F. Hittle, East Lansing Republican, said: “There 
is nothing left of this bill but the number. Let’s send it to committee. 
If I am back next year, I may introduce it again.” 

The bill, besides providing for the minimum charge, would have 
changed the method of announcing a “public sale” of repossessed motor 
vehicles by providing that notice of the sale be made by mail to the 
buyer at his last known address. 

Another provision, to which there was no objection, would have re- 
quired all installment sales contracts contain in large type a statement 
that the insurance, if any, included in the contract does not provide 
coverage for personal liability and property damage caused to others, if 
that is the case. 


MISSISSIPPI: A bill which would have put a special state tax on 
automobile sales finance companies and applied the receipt to munici- 
palities was killed in the Mississippi legislature. 

The measure had been strongly opposed by automobile dealers, who 
warned it would raise the price of cars and cause diversion of trade from 
border counties to neighboring states. é 

A bill designed to cut off extra charges by finance companies on 
delinquent payments was approved by Mississippi lawmakers. 


MISSOURI: A state constitutional amendment to permit the state 
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to earn interest on its idle funds was recommended by Governor Don- 
nelly in a special message to the Missouri legislature. 

Up to 50 per cent of the funds in the state treasury could be placed 
in interest-bearing time deposits in Missouri banks, under the governor’s 
proposal, which made no provision for the investment of any state 
funds in federal securities. 

A bill advanced in the State Senate, however, would provide for the 
investing of idle state funds in either time bank deposits or federal se- 
curities. A House committee, meanwhile, approved a bill that would 
allow investment of idle funds in time deposits only. 

Any such constitutional amendment, if approved by the legislature, 
also will have to be approved by the electorate before going into effect. 


NEW JERSEY: In announcing that his department was conduct- 
ing a broad investigation into alleged overcharges by certain insurance 
companies in connection with collision insurance on financed automo- 
biles, State Banking and Insurance Commissioner Charles R. Howell 
said refunds were being obtained for car owners, as in similar investiga- 
tions in other states. 


NEW YORK: Bills aimed at ending some of the worst abuses in 
automobile sales financing were enacted by the New York legislature 
following agreement on the measure between Governor Harriman’s ad- 
ministration and Republican legislative leaders. 

The main bill in the series limits charges for financing new cars to 7 
per cent of the unpaid balance. Maximum rate for used cars not more 
than two years old was set at 10 per cent and for older cars 13 per cent. 
Automobiles selling for more than $3,000 and commercial and business 
vehicles are exempt. 

In addition to regulating charges, the bill also prescribes the form of 
retail motor vehicle installment contracts and requires separate dis- 
closures of the items making up the time-sales prices payable by the 
buyer. 

One requirement calls for a conspicuous statement of whether lia- 
bility insurance is included in the contract. The measure also limits 
delinquency and collection charges as well as charges for extensions, 
deferments and renewals of installment contracts. 

Another bill requires the licensing of finance companies by the State 
Department of Banks. There will be a $100 licensing fee for each place 
of business and an investigating fee of $50 for each of a company’s first 
three places of business. 

A companion bill amends the state business law to require that the 
costs of repossession be “reasonable” and “itemized.” 

The bills were sponsored by Senator Walter G. McGahan, Queens 
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Republican; Senator Nathaniel Helman, Bronx Democrat, and As- 
semblyman Bernard Dubin, Queens Democrat. They expressed hope 
that an omnibus bill to regulate installment sales credit in other fields 
could be worked out before the 1957 session of the legislature. 

Governor Harriman and legislative leaders of both parties agreed to 
call a conference of various merchant and other interested groups to 
work out a bipartisan program on the issue for consideration next year. 

Sidetracked, meanwhile, were bills sponsored by Dr. Persia Camp- 
bell, Governor Harriman’s consumer counsel, which would have regu- 
lated all types of retail installment credit. On installment credit other 
than automobile financing, this proposed legislation would have fixed a 
maximum charge of $10 if the unpaid balance was $100 or less, and $9 
per $100 if the balance was more than $100. 

Other bills failing of enactment in the New York legislature included 
a controversial proposal to permit savings banks to open branches out- 
side the city limits. 


Another rejected proposal sought to set up a second mortgage lending 
system by state law. This measure was opposed by State Attorney 
General Jacob K. Javits, who said it lacked the safeguards that are pro- 
vided in the regulation of small loan companies. 

The bill would have amended the state general business law to permit 
liens of not less than $1,000 nor more than $7,000 by subordinate mort- 
gage on one and two-family homes, with interest to be computed in 
advance and added to the principal. The total, under certain conditions, 
then would become the face amount of the loan. 


OKLAHOMA: A proposal for the enactment of Oklahoma legisla- 
tion to outlaw unfair practices of so-called “debt pooling” companies is 
being considered by the State Legislative Council’s committee on state 
and federal government. 


Such companies offer to consolidate a person’s obligations into one 
package. The handling firm, which charges a fee, agrees to arrange with 
creditors for reasonable monthly payments. 

In criticising the practices of these companies, Clyde Kemery, head 
of the Oklahoma City Better Business Bureau, pointed out that under 
the arrangement the company takes its fee before making any payments 
on debts — leaving the debtor just that much worse off. In addition, he 
said, many business firms refuse to deal with such companies. 


Although noting that some states have outlawed such companies, 
Kemery said his group would not go that far in its recommendations. 
He said he would suggest that such firms be regulated by law, with 
some kind of bonding arrangements. Perhaps, he said, the companies 
should be required to perform an actual service before collecting any 
fees. 
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The legislative interim study committee considering the matter is 
headed by Rep. Tom Stevens of Shawnee. Its findings and recommen- 
dations, if approved by the full State Legislative Council, would be sub- 
mitted to 1957 state legislature. 


PENNSYLVANIA:A bill to prohibit branch banking across county 
lines was recommitted by the Pennsylvania House of Representatives to 
its rules committee for what one solon said was for further “study and 
possible amendment,” but another said was a move to “bury the bill, 
kill it.” 

Co-sponsored by Representatives A, Patrick Brennan, Bucks Demo- 
crat, and Thomas H. W. Jones, Montgomery Republican, the bill would 
remove from the state banking laws a proviso that banks may be per- 
mitted to establish branches in contiguous counties. It would limit 
branch banks to the county where the principal office of the bank is 
located. 

In stating he was not opposed to the bill, State Banking Secretary 
Robert L. Myers Jr. declared: “I cannot but feel that branch banking 
is overdone in Pennsylvania. 

“We have about 25 applications for branch banks, mostly in the 
Philadelphia area, before the department at the present time, and I 
understand that a considerable number of others are about to be filed. 

“The suburban banks, of course, feel very strongly about the matter 
and they make out a pretty good case in most instances. Except in 
isolated cases, it appears as though the suburban banks can provide the 
additional facilities needed in their particular communities.” 


RHODE ISLAND: A resolution providing for the creation of a 
joint state legislative interim committee to investigate the practices of 
so-called budget or debt pooling companies was given final passage by 
the Rhode Island legislature. 

To be composed of four state senators and five representatives, the 
study group will report its findings and recommendations to the 1957 
legislature. 

In another development, Governor Roberts signed into Rhode Island 
law a bill increasing from 70 to 75 per cent the amount of investments 
a savings bank may put into real estate mortgages. 

Also signed into Rhode Island law was a bill eliminating the neces- 
sity for the election of a vice president of a savings bank as an ex officio 
member of the board of directors. 





SOUTH CAROLINA: Prior to adjournment of its 1956 session the 
South Carolina legislature finally enacted a bill bringing the small loan 
business under state regulation. 
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As signed into law by Governor Timmerman, the measure affects 
loans up to $200. Lending of this character except by banks and insur- 
ance companies previously was unregulated in South Carolina. 

The new act prohibits an interest rate of more than 6 per cent. An 
initial cost-of-service charge may be made, but it cannot exceed an 
amount equal to 6 per cent per annum of the loan. A collection charge 
of $1.75 monthly also is allowed. 

Licensing and regulation of small loan companies, under the new 
law, will be administered by the State Board of Bank Control through a 
new small loan division headed by Claude M. Lynn of Columbia. 

Chairman Jeff B. Bates of the Bank Control Board announced the 
new division would be set up by June 1 in offices separate from the divi- 
sion dealing with regular commercial banks. 

Lynn, who will be director of the new division, has been serving since 
1941 as assistant chief examiner of the Bank Control Board. 


TENNESSEE: State Insurance and Banking Commissioner Arch 
E. Northington announced the adoption, effective April 1, of new regu- 
lations prohibiting lending agencies from requiring borrowers to purchase 
insurance from them or their friends on automobiles or other mortgaged 
property. 

He explained the regulations were adopted after numerous complaints 
“that lenders have used coercion in requiring the borrower to buy in- 
surance from particular agents or companies.” 

Terming such activities an “unfair trade practice,” he said violators 
would be subjected to severe penalties under the new regulations. 

Listed as Regulation No. 25, the new measure applies to persons en- 
gaged in the business of financing purchase of “real or personal property 
and/or lending money on the security of such property.” 

It gives the lender the right to select the type of insurance company 
— such as stock, mutual or reciprocal — and allows him to refuse insur- 
ance policies written by agents not located in the trade area normally 
serving him. 

The borrower, however, has the right to submit to the lender a list 
of three or more agents and/or insurors. 

The borrower is required to have available on the day of the closing 
of the loan and at a time specified by the lender, the policy or an accept- 
able binder for the coverage agreed upon. 

Complaints of coercion must be filed in writing to the Insurance and 
Banking Department. 

Violators are subject to penalties up to $5,000 under the Fair Trade 
Practices Act. 








TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Trustee’s Right to Commissions When No Acts of Management 
Were Required 





In re Guaranty Trust Company of N. Y.; In re Smathers, New York Court 
of Appeals, January 12, 1956 


In an intermediate accounting the trustee bank sought extra com- 
missions of 6% on gross rents collected under a 99-year net lease which 
was one of the principal assets of a testamentary trust. The objecting 
income beneficiary contended that under the terms of the lease and 
will the trustee was neither required nor entitled to manage the prop- 
erty, and had not done so, and therefore was not entitled to manage- 
ment commissions. The net lease gave the tenant the duty to manage 
and granted the tenant substantial rights which made it the virtual 
owner of the property. The courts below had held that since the trustee 
still had the ultimate responsibility for supervision and administration 
of the property it was entitled to extra management commissions in 
addition to its regular commissions for collecting rent. On appeal, HELD: 
No extra commissions allowed. It is the exercise of responsibility for 
directing, supervising, overseeing, administering and controlling the 
property that constitutes management. The evidence in this case is 
that the bank did nothing beyond receiving the rent. 


National Service Life Insurance Exempt From Creditors 





Estate of Beall, Pennsylvania Supreme Court, January 3, 1956 


Decedent designated his estate as beneficiary of a National Service 
Life Insurance policy. His children were his sole legatees under his will. 
Upon his death the proceeds of the insurance policy were paid to his 
executor. It was argued that the insurance proceeds were assets of the 
estate and were therefore liable for the payment of administrative costs 
and claims of decedent’s creditors. Decedent’s children contended that 
the estate was only a conduit for the passing of the insurance proceeds 
to them. HELD: The executor should pay the insurance proceeds to 
decedent’s children. Congress intended that a matured National Serv- 
ice Life Insurance policy should be exempt from the claims of the in- 
sured’s creditors, including claims of state and Federal governments 
for tax purposes. 
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Proof of Intent to Create a Trust Necessary 





Berger v. Berger, Massachusetts Supreme Judicial Court, February 6, 1956 


A mother subscribed to 40 shares of bank stock in her own name 
and to 30 shares in her name as trustee for her adopted daughter. When 
the shares matured the mother received a check from the bank and 
deposited it in her personal checking account. In an action seeking an 
accounting by the mother it was held that a trust for the daughter had 
been established as to 30 shares of the stock, and the deposit of the 
check in the personal checking account was a misappropriation of the 
trust funds. On appeal, HELD: Where an alleged trust is an informal 
and voluntary one there has to be something more than the mere dec- 
laration that one is the trustee for another. To perfect the creation of 
a trust proof of intent to create a trust is necessary. Notice to the bene- 
ficiary or somebody on his behalf is required, and there should be at 
least implied acceptance by the beneficiary. There should be a rehearing 
of this action to determine how the daughter received notice of the 
alleged trust and the nature of any demand made by the daughter on 
the mother for the money prior to deposit of the check. 


Trust For as Long as The Law Permits 





Board of National Missions of Presbyterian Church in United States of 
America v. Citizens Fidelity Bank & Trust Co., Kentucky Court of Appeals, 
February 3, 1956 


Testatrix devised real property in trust for the benefit of a church 
for 40 years “or as long as the law of Ky. permits.” The issue arose 
as to whether the trust could last more than 40 years if the law per- 
mitted. HELD: The trust must terminate in 40 years. The qualifying 
phrase about the law of Kentucky was added to insure the continuance 
of the trust in any event for a shorter period, in case the law prohibited 
the specific 40 year term. Had the testatrix meant an indefinite period of 
duration, or whatever longer period might be permissible under the 
law, she would have said so and would not have mentioned 40 years. 
Her purpose was to benefit the church for 40 years, if lawful, and 
otherwise for whatever shorter period was lawful. 


Trust Terminating Upon “Failure of Lineal Descendants” 





Walsh v. National Savings and Trust Company, United States Court of 
Appeals, District of Columbia, February 23, 1956 


Decedent’s trust instrument provided that the trust should continue 
for the period of twenty years after the death of Mary if lineal des- 
cendants of decedent survived for that length of time. If there were a 
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“failure of lineal descendants” of Katherine to take under the trust, 
then it should terminate. Katherine was decedent’s daughter, and Mary 
was Katherine’s only daughter. Decedent died, then Katherine died. 
Mary contended that the trust terminated upon Katherine’s death, 
since only one descendent, herself, survived, and there were therefore 
no “descendants.” HELD: The trust did not terminate. There was 
no failure of “descendants” so long as one descendant survived. Also, 
the trust instrument showed a clear purpose that the trust should last 
the maximum time possible under the rule against perpetuities. 


Trustee Bank’s Transfer of Mortgage Held Not Self-Dealing 





Estate of Haig, New York County Surrogate’s Court, New York Law Journal, 
January 26, 1956 


The trustee bank “cashed” a mortgage it held and placed it in the 
bank’s bond and mortgage surplus and undivivded profits investment 
account. Two months thereafter shares in the mortgage were allocated 
to six testamentary trusts. The special guardian for infant beneficairies 
charged that the transaction constituted self-dealing and that the trustee 
bank should be surcharged. HELD: The transaction does not come 
within the category of prohibited practices. The mortgage was not 
acquired by the bank for its own account. The bank was simply en- 
gaged in combining trust funds for investment and acquired the mort- 
gage only for the purpose of distributing it among the trusts. 


Executors Should Have Joint Custody of Corporate Records 





In re Kashner, New York Surrogate’s Court, Kings County, New York Law 
Journal, January 18, 1956 


Decedent had been the sole owner of the stock of one corporation 
and the 90% owner of another. One co-executor brought a motion for 
an order requiring that the books and records of both corporations 
be placed in the joint custody of the executors and that either execu- 
tor have access thereto. HELD: “Every executor is entitled to custody 
of the estate assets and when there are two or more fiduciaries each 
has an equal right in respect thereof.” The executors are required to 
maintain the books and records in places where access is allowed to each 
for the requirements of the estate. 








BANKING 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on 
banking institutions. 





Federal Stamp Tax—Notes as Debentures or Certificates 
of Indebtedness“ 





Supreme Court Resolves Stamp Tax Conflict—The case pro and con 
were divided about 50-50 as to whether fairly long-term notes (2 to 20 
years, for example) may be subject to the stamp tax on issue of “bonds, 
debentures, or certificates of indebtedness” under the 1939 Code, or 
“certificates of indebtedness” under the 1954 Code, even though the 
indebtedness did not grow out of transactions in the ordinary course of 
business. Now, in U. S. v. Leslie Salt Co., the Supreme Court has held 
that sinking fund promissory notes are not debentures and they are not 
certificates of indebtedness. Therefore, they are not subject to stamp tax. 

The notes in question were for loans made from two insurance com- 
panies—one for $3,000,000 and one for $1,000,000. Both the District 
Court and the Ninth Circuit had disagreed with the Commissioner’s 
contention that they were debentures. Each note was for 15 years, each 
was interest-bearing, and each was subject to the terms of an under- 
lying agreement containing provisions for the protection of the note hold- 
ers. One of these provisions was that the note (which was typewritten on 
ordinary white paper) could be converted into a series of new notes in 
registered form or in coupon form, and in printed or in fully engraved 
form, if the note holders required it; in fact, they did not require it. 
It was on the basis of the large amounts, the 15-year term and the 
underlying agreement that the Commissioner distinguished these notes 
from ordinary promissory notes customarily used in day-to-day commer- 
cial transactions. 

But the Supreme Court held that these features did not render the 
instrument any the less a promissory note, and that the instruments did 
not have the essential characteristics of “debentures” or “certificates of 
indebtedness”. It relied heavily upon the Commissioner’s early interpre- 
tation of these two quoted terms in rulings and regulations which were 
not changed until 1947, when he was successful in the Second Circuit in 
taxing a $25,000,000 issue of notes very much liké those involved in the 
Leslie Salt case. Under the early interpretation, debentures had to be 
in series, covered by a trust indenture, and in registered form or with 
*Reprinted by permission from STANDARD FEDERAL TAX REPORTS, published 
by and copyright 1956, Commerce Clearing House, Inc., Chicago 30, Illinois. 
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coupons attached; in other words, they had to be marketable corporate 
securities to be subject to stamp tax. When the Commissioner reversed 
himself in 1947, he ruled that the change would not be applied retroactive- 
ly. The Commissioner’s early definition of certificates of indebtedness 
likewise limited them to instruments having the general character of 
investment securities, the essence of which is marketability. 

A footnote to the Supreme Court decision lists the lower court de- 
cisions which point to the taxpayer’s point of view, which corresponded 
to the Commissioner’s first rule and which the Supreme Court has sus- 
tained. These are listed below, with a description of the type of instru- 
ments involved, all of which the Supreme Court apparently classifies 
as not being subject to stamp tax: 


Curtis Publishing Co., (CA-3) 220 Fed. (2d) 748, (3-year 
notes given for bank loans) ; 

Niles-Bement-Pond Co., (CA-2) 213 Fed. (2d) 305 ($3,125,000 
serial promissory notes maturing at intervals over a period of seven 
years, issued under agreement restricting taxpayer’s fiscal activi- 
ties) ; 

Ely & Walker Dry Goods Co., (CA-8) 201 Fed. (2d) 584 ($7,- 
500,000 bank loans) ; 

Atlanta Metallic Casket Co., (CA-5) 197 Fed. (2d) 460 (“Note 
secured by real estate”, issued for bank loan, in form of a “deed 
to secure debt”, in common use in Georgia) ; 

Belden Mfg. Co., (CA-7) 192 Fed. (2d) 211 ($1,000,000 bank 
loan, payable in 5 years, subject to restrictions protecting the 
bank) ; 

Bijou Theatrical Enterprise Co., (DC) 127 Fed. Supp. 16 (2- 
year $1,125,000 note for bank loan) ; 

Shamrock Oil and Gas Co., (DC) 197 Fed. Supp. 764 ($4,- 
000,000 note for bank loan, accompanied by ordinary mortgage 
covenants) ; 

Follansbee Steel Corp., (DC) ($2,590,000 bank loan) ; 

United Air Lines, Inc., (DC) ($28,000,000 term loan notes is- 
sued for bank loan); 

Motor Finance Corp., (DC) ($6,000,000 8-year bank loans). 


Besides the General Motors Acceptance case, another group of cases 
was listed and described as pointing to a contrary view from that reached 
in the Leslie Salt case, the instruments being held taxable as debentures. 
These cases, which the Supreme Court now apparently disapproves of, 
are: 

Commercial Credit Co., (CA-4) 188 Fed. (2d) 574 ($50,000,- 

000 note for loan from insurance company) ; 

S. S. Pierce Co., (DC) 127 Fed. Supp. 396 ($1,000,000 insur- 
ance company loan payable in installments over 10 years); 
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H. Kobacker & Sons Co., (DC) 124 Fed. Supp. 211 ($1,950,- 
000 loans from insurance company, payable in 15 years); 

General Shoe Corp., (DC) 117 Fed. Supp. 668 ($7,500,000 
issued to insurance companies and trustees of pension trusts, sup- 
plemented by agreements) ; 

Gamble-Skogmo, Inc., (DC) 112 Fed. Supp. 872 ($13,000,- 
000 insurance company loan); 

Sharon Steel Corp., (DC) ($6,000,000 20-year note for loan 
from insurance company) ; 

Stuyvesent Town Corp., (Ct. Cls.) 111 Fed. Supp. 243 ($100,- 
290,000 income debenture certificates issued to life insurance com- 
pany for loan, maturing in 40 years, executed without seal, on 
plain white paper, nonnegotiable). 


The case was decided under the 1939 Code, and the issue was whether 
these notes could be classed as debentures, which are specifically men- 
tioned in the 1939 Code. The Supreme Court made a thorough job of 
it and held that they could not be classed either as debentures or as 
certificates of indebtedness. The 1954 Code imposes a tax on “certificates 
of indebtedness”, but this represents no change from the 1939 Code, the 
Supreme Court said, since the quoted phrase is now used “simply 
as a term of art embracing all the instruments taxed, that is, ‘bonds,’ 
‘debentures’ and other instruments in registered form or with coupons.” 
1954 Code Secs. 4311 and 438 (a), taken together, have that effect. 


Dividends of Federal National Mortgage Association Qualify for 
Tax Credit and Exclusion 





The Federal National Mortgage Association recently requested a 
ruling from the Internal Revenue Service regarding the eligibility of 
dividends paid on the common stock of the Association for the tax 
credit and exclusion on corporation dividends. 

In a letter dated April 20, 1956, the Acting Commissioner of In- 
ternal Revenue ruled as follows: 

Section 243 (a) of the 1954 Internal Revenue Code provides that 
85% of the amount received as dividends by a corporation from a 
domestic corporation shall be allowed as a deduction. Similarly, Sec- 
tions 34 (a) and 116 (a) of the Code provide for a dividend credit and 
exclusion in the case of dividends received by individuals or partner- 
ships. 

The above dividends-received credit is not allowable with respect 
to dividends paid by a corporation which is an instrumentality of the 
United States and which “under its organic act” is exempt from Fed- 
eral income tax. However, while the National Housing Act exempts 
the Federal National Mortgage Association from all Federal taxation 
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it imposes the equivalent of an income tax on the Association’s “second- 
ary market operations.” This exception is construed to mean that the 
Association is not exempt from Federal income taxation, and, for pur- 
poses of the dividends-received credit, there is no distinction between 
the Association and a corporate taxpayer which is specifically subject 
to Federal income taxation. 

Accordingly, dividends paid on the common stock of the Associa- 
tion are eligible for the credit provided to corporations receiving such 
dividends (Section 243 (a) of the Code) and for the credit and ex- 
clusion provided to individuals or partnerships receiving such dividends 
(Sections 34 (a) and 116 (a) of the Code). 


Supreme Court Upholds New Jersey Franchise Tax on Value of 
U. S. Bonds 





Werner Machine Company v. Director of Division of Taxation, Department 
of the Treasury, State of New Jersey, United States Supreme Court, 
March 26, 1956 


The New Jersey franchise tax on domestic corporations is measured 
by the corporation’s net worth. The State Tax Commissioner included 
in the plaintiff corporation’s net worth for 1952 the value of Federal 
bonds. The corporation contended that the bonds were immune from 
state taxation, but the New Jersey Supreme Court upheld the Com- 
missioner. On appeal from the Supreme Court of New Jersey, HELD: 
The value of the bonds may be included in the corporation’s net tax- 
able worth. The New Jersey Supreme Court found the tax to be “a 
bona fide franchise tax,” and there is no basis for not accepting that 
court’s conclusion that the tax is not imposed directly on the property 
held by the corporation. Nor does the tax discriminate against Federal 
obligations, since the tax remains the same whatever the character of the 
corporate assets may be. 


Notes Held Not Subject to Stamp Tax 





United States of America v. Leslie Salt Co., United States Supreme Court, 
March 7, 1956 


The taxpayer company borrowed money from two insurance com- 
(panies, giving therefor its 344% Sinking Fund Promissory Note due 
February 1, 1964. The notes were subject to an underlying agreement 
containing elaborate provisions for the protection of the insurance com- 
panies, including the provision that the borrower could be required to 
convert the notes, which were typewritten on ordinary white paper, into 
a series of new notes in denominations of $1,000 or multiples thereof, 
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“either in registered form without coupons or in coupon form, and in 
printed or in fully engraved form.” This option was not exercised. The 
Commissioner of Internal Revenue contended that the notes were sub- 
ject to the documentary stamp taxes laid on bonds, debentures or cer- 
tificates of indebtedness issued by any corporation. Held: The notes 
are neither debentures nor certificates of indebtedness within the mean- 
ing of the Internal Revenue Code. They are most like a promissory note 
and the tax on promissory notes was repealed in 1924. The underlying 
agreement provision for substitution of the original notes with new 
notes which might qualify as debentures does not render the original 
notes taxable, for until debentures are in existence the debenture tax 
cannot be imposed. 


Recent Proposed Legislation 





Two New York State Assembly Bills, both of which have passed the 
Senate, are awaiting Executive signature before they become effective. 
Assembly Bill 3580 provides that trust companies shall be exempt from 
the State organization tax and taxes on changes of capital as imposed 
under the corporation tax law. 

Assembly Bill 640 provides that after the stock held in it by the 
Federal Production Credit Corporation has been retired, every pro- 
duction credit association organized under authority of the Federal 
Government and located in New York shall annually pay a tax measured 
by its net income and computed in the same manner as the tax imposed 
on national banking associations. 

Massachusetts Senate Bill 596 provides that the tax on deposits 
in savings banks and trust companies having savings departments 
shall not apply to that portion of such deposits as is invested in bonds, 
notes and certificates of indebtedness of any religious, charitable or 
educational corporation organized under the laws of Massachusetts. 


On January 14, 1956 the California Superior Court, Sacremento 
County, upheld the constitutionality of both the California fran- 


chise tax on national banks and the method by which such tax 


is computed. The decision came after eight years of litigation of 


these issues. 











Stock Market Stability 


HE New York Stock Exchange 

has completed a study of sud- 
den one-day fluctuations in the 
market over the past 21 years. 
Testing was done with the Dow- 
Jones industrial stock average; a 
decline or advance of 2 per cent 
or more in a single day qualified 
the incident as a “fluctuation.” 

Percentage differences, rather 
than point variations, were used as 
a measure of change. This was 
deemed more appropriate because 
the Dow-Jones industrial average 
has moved over a very wide range 
in the past two decades and also 
because of the relatively high level 
of the average toward the close 
of the study period. 

Principal conclusion of the study 
is that the market, on a day-to-day 
basis, appears to have become 
gradually more stable over the 
past twenty years. There is also 
some evidence, according to the 
survey, that the market’s annual 
price movements have become less 
pronounced. This trend becomes 
even more apparent when the mar- 
ket’s action is traced back to 1920. 

In the 21-year period under re- 
view, there was a total of 222 day- 
to-day changes of 2 per cent or 
more. Maximum fluctuations were 
experienced in the late ’30’s, with a 
record yearly high of 58 in 1938, 
followed by 39 in 1937 and 26 in 
1939. A levelling down was wit- 
nessed in the 1940-49 decade, with 
a high of 20 in 1946, followed by 
16 in 1940 and 7 in 1948. In the 
1950-55 period, eight was the top 
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annual figure in fluctuations, and 
this was experienced in the first 
and last years; no 2 per cent fluc- 
tuations occurred in 1951 and 1952, 
while the total for 1952 was only 
one. And in spite of the fact that 
the 1954 market rose 44 per cent, 
there were only two 2 per cent 
changes, 

Another conclusion of the Stock 
Exchange study is that the market 
is more sensitive to news inherent- 
ly or potentially unfavorable to the 
market than to favorable develop- 
ments. In other words, during this 
21-year period, the market found 
it easier to decline suddenly than 
to advance. In some cases, it is 
remarked, this sensitivity seemed 
to be a form of defense against a 
sudden development which defied 
immediate interpretation or an- 
alysis. 

The Stock Exchange study 
eliminated some 46 dates when 
there was no outstanding news or 
when the market appeared to be 
affected mainly by technical fac- 
tors. This left 176 fluctuations 
where market action could be 
linked with a specific development 
or expectation. On 67 of these days, 
the market advanced under the im- 
petus of news interpreted to be fa- 
vorable; on the remaining 109 days, 
the market declined under the 
weight of news interpreted as un- 
favorable—a ratio of almost two to 
one on the side of unfavorable 
news. 

With respect to war news, the 
market’s initial reaction was almost 
always downward. In the case of 
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58 changes of 2 per cent or more 
in the 2l-year period, the major 
factor was war or war fears. On 
51 of those days, the market de- 
clined. On the other hand, the seven 
advances—in September and Octo- 
ber, 1939 and June, 1940—were at- 
tributed to the belief or hope the 
United States would not get in- 
volved in a shooting war, and that 
foreign demand would stimulate 
armament output here. 


A third conclusion of the study 
is that there was little correlation 
between pronounced or even vio- 
lent brief fluctuations and the mar- 
ket’s long-term trend. A collateral 
observation was that the absence 
of such changes also did not in- 
fluence the basic trend. For ex- 
ample, in 1955 the market’s main 
trend was decisively upward. Yet 
the market fell 2 per cent or more 
on six days and advanced 2 per 
cent or more on only two days. 
Experience in 1954 also supports 
this conclusion. That year wit- 
nessed one of the largest year-to- 
year gains in market history. How- 
ever, there were only two changes 
of 2 per cent or more—one up and 
one down. Also, back in 1935 and 
1936 when the market was moving 
ahead, it declined 2 per cent or 
over more often than it advanced. 


The Stock Exchange and 
The Economy 


Four billion shares of nationally 
known corporations are now listed 
on the New York Stock Exchange. 
This represents an increase of al- 
most 100 per cent since January, 
1950. Reflecting the rapid develop- 
ment of American corporate fi- 
nance and the growing realization 
that the Exchange is now, more 
than ever before, a people’s market, 
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it took only the last two years to 
list an additional billion shares. It 
took 138 years, from 1792 to 1930, 
to attain the first billion shares. 
The prime function of the Ex- 
change is to provide a market place. 
However, it has not been content 
with this simple duty. It has con- 
tinued to stress a second important 
concept — the maintenance of a 
healthy market as well. Of course, 
this implies a market that is or- 
derly and liquid; one that is broad 
enough to meet the demands of 
millions of people and sound enough 
to encourage an annual industrial 
growth of billions of dollars. 


In this connection, Exchange 
president Keith Funston feels that 
a daily volume of 3 million shares 
is necessary to maintain a minimum 
liquidity. As a matter of fact, unless 
such activity occurs, the share 
turnover ratio of the past two 
decades will not even be ap- 
proached. During that period, an- 
nual transactions represented about 
20 per cent of the total number of 
listed shares. Translated into daily 
terms, and based on the present 
number of listed shares, this 20 per 
cent turnover ratio calls for the 
daily average of 3 million shares. 


One mark of progress, says Mr. 
Funston, is the recent appreciable 
growth in the number of share 
owners. The survey conducted by 
the Brookings Institution in 1952 
disclosed that public businesses 
were owned by only six and one- 
half million people. This figure grew 
by an estimated one million in the 
following three years. A new cen- 
sus of shareholders, incidentally, 
which is scheduled for this spring, 
will furnish the latest data. 

Looking ahead to 1965, Mr. Fun- 
ston visualizes a shareholder goal 
of twelve and one-half million 
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people—a total some 65 per cent 
greater than at present. 


Business and Credit 


Despite its present high level, 
“the American economy still has 
much steam in the boiler,” declares 
economist Dwight W. Michener of 
the Chase Manhattan Bank of 
New York. This is the way it should 
be kept, he adds. However, the 
necessity of avoiding a speculative 
blowoff of any kind is stressed. We 
are reminded that prosperity, in 
many respects, is a critical period— 
one in which seemingly small ex- 
cesses may pyramid into great dif- 
ficulties later on. 

Industrial activity and _ stock 
prices are now at peak levels, and 
the volume of capital goods ex- 
pansion is unprecedented. Wages 
and production costs are rising, 
consumer buying is still advancing, 
and there is persistently strong de- 
mand for additional bank credit. 
No signs are visible of an immediate 
business decline. Quite the con- 
trary, as Mr. Michener points out, 
“there may be a tendency to crowd 
a little too much business into 
1956.” 

In this light, credit authorities 
are justified in keeping a steady 
hand on the credit situation. As 
long as present conditions persist, 
a policy of continued restraint ap- 
pears desirable. Current loan de- 
mand is very strong and greater 
demands in the near future seem 
likely. 

In the face of the present scar- 
city of reserves, remarks the Chase 
Manhattan economist, banks can 
follow one of two courses of action. 
They can refuse a larger propor- 
tion of loan applications; or they 
can build up reserve positions by 
additional borrowing at the Fed- 
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eral Reserve or by future sale of 
Government securities. Sales of 
Treasuries have already provided 
a large portion of the reserves for 
loan expansion. But this is no 
longer convenient, as so many 
short-term securities have already 
been liquidated; since some addi- 
tional sales must come from the 
long-term segment of the bond 
portfolio, this may involve large 
losses. 

Upshot of all this is that banks 
are more selective in present loan 
policies. Also, a larger proportion 
of prospective borrowers may be 
unable to find accommodation un- 
less there is a change in Federal 
Reserve policy. At what point re- 
straint starts to interfere with nor- 
mal business growth, he comments, 
is a question for determination by 
the Reserve authorities. 

With respect to business pros- 
pects for the immediate future, Mr. 
Michener does not rule out the pos- 
sibility of a business advance to a 
new high point before the end of 
the year. However, neither does 
he rule out the possibility that 
prices may break away from the 
general level of the past few years 
and make a definite advance. He 
reemphasizes the necessity of 
guarding against the creation of 
excesses that could lead to a sub- 
stantial decline in business within 
the next few years. 


Interest Rates 


In the long run, the outlook is 
for a gradually rising trend of in- 
terest rates and bond yields, pre- 
dicts Robert Van Cleave, vice 
president of C. F. Childs & Com- 
pany, Government security deal- 
ers. He bases this view on the pre- 
mise that an inflationary bias exists 
in the economy which is mainly 
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related to the concepts embodied 
in the Employment Act of 1946. 
Mr. Van Cleave notes that the law 
was originally titled the “full” 
employment act and that, although 
this adjective was finally removed, 
most people and politicians still act 
and talk as though it remained. 
More specifically, factors to be con- 
sidered are minimum wage rates, 
nearly full employment, increasing 
demand for the building of more 
houses, larger Government spend- 
ing for an increasing variety of 
purposes, as well as official deter- 
mination that a recession must not 
even be permitted to get started. 

These factors provide the basis 
for long-range capital spending 
plans by industry, and the confid- 
ence and willingness of consumers 
to spend. Clearly implied is a de- 
mand for money which will, at 
most times, exceed the volume of 
savings. 

For the shorter run, however, 
Mr. Van Cleave remarks, it is pos- 
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sible to be a little more optimistic 
on the bond market. At present, 
he points out, this view is based 
more on intangibles than on the 
belief that we are headed for a re- 
cession which will make money a 
drug on the market. These intan- 
gibles are the psychological at- 
titudes and expectations of inves- 
tors and_ professional market 
people. 

The upward leg of the business 
cycle has been of long duration and 
it is argued that the boom must 
eventually be followed by a reces- 
sion. Thinking will shortly be 
turned to 1957 and it is quite pos- 
sible that business forecasts will 
have a somewhat bearish tinge. 
Mr. Van Cleave concedes that these 
and similar items may be enough 
to frighten the Federal Reserve 
System into positive action toward 
easing the money market, although 
at this moment he has strong per- 
sonal doubts about such a reversal. 
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FEDERAL BANKING LAW 


SERVICE. Published by A. S. 
Pratt & Sons, Inc. Two-volume 
Looseleaf Service. $35 a year in- 
cluding supplementary material. 
This is a new federal banking 
law service designed to compete 
with the more voluminous serv- 
ices published by Prentice-Hall 
and Commerce Clearing House. 
The cost of the Pratt Service is 
$35 a year which is less than 
half of the cost of the larger 
services. The Pratt Service ap- 
pears to be quite comprehensive. 
In addition to regulations and 
decisions affecting banks, the 
semi-weekly report letter of the 
Pratt Service also covers income 
tax rulings and court decisions 
affecting banks. These are items 
which competitive services do 
not appear to offer. The Service 
contains the full text of all the 
federal banking laws and reg- 
ulations affecting commercial 
banks. This includes National 
Bank Act, Federal Reserve Act, 
FDIC Act, FHA & GI Loan 
Acts, SBA, and other miscellan- 
eous federal laws relating to 
banking and currency. Also in- 
cluded are miscellaneous statutes 
as follows: 

Clayton Anti-Trust Act 

Foreign Banking 

Postal Savings Depositaries 
Depositaries 

United States Bonds and Notes 
National Bank Circulation 
Securities Exchange Act 

Check Forgery Insurance Fund 
Crimes and Misdeameanors 


BOOKS FOR BANKERS 


Defense Production Act 
Small Business Act of 1953 
Public Facility Loans 


Smaller banks which do not feel 
that sufficient questions arise to 
justify an investment in the 
larger services will find the ex- 
cellent Pratt Service completely 
adequate for their needs. 


URBAN MORTGAGE LEND- 


ING. J. E. Morton. Princeton 
University Press. Princeton, N.J. 
1956. Pp. 184. $4.00. Starting 
with the rather startling fact 
that more than half of the entire 
privately issued and privately 
held long term debt in the United 
States, corporate and non-corpo- 
rate, is in the form of mortgage 
debt, Dr. J. E. Morton of Cor- 
nell University has proceeded 
to summarize urban mortgage 
transactions in this very read- 
able book. His approach takes 
the form of a study of compara- 
tive markets and the lending 
experiences of various mortgage 
agencies. It includes an analysis 
of outstanding mortgage debt 
and of the lending industry gen- 
erally as well as some 85 tables 
and charts which serve to illus- 
trate important phases of his 
study. The National Bureau of 
Economic Research is the spon- 
sor of this work. 


SELECTING STOCKS TO BUY 


FOR PROFIT. Carl Roth and 
John T. McKenzie. Henry Holt 
& Company New York, Pp. 263. 
$4.95. The basis for this book 
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which is billed by the publisher 
as starting where the academic 
text books on the stock market 
leave off is Standard & Poor’s 
vast advisory service on invest- 
ments. Besides twenty-two short 
chapters on how to select securi- 
ties for profit, the book contains 
specific recommendations of 77 
stocks to purchase. For each rec- 
ommended stock there are two 
full pages of information which 
appear to be copies of Standard 
& Poor’s stock information serv- 
ice bulletins, and which, of 
course, contain very complete 
information on the companies 
covered. Although probably not 
for a financially sophisticated 
bank investment committee, this 
work will be of great interest to 
investors who wish to have an 
up-to-date book on how to build 
an investment portfolio on a 
sound basis. 


FINANCIAL AND ADMINIS- 


TRATIVE ACCOUNTING. By 
C. Aubrey Smith and Jim G. 
Ashburne. McGraw-Hill, New 
York 1955. Pp. 477. $7.00. This 
is a detailed accounting text de- 
signed for persons on manage- 
ment level rather than for prac- 
ticing accountants, and it there- 
fore deals with aspects of the 
subject such as taxes and fi- 
nancial accounting that would 
be of interest to bankers, bank 
attorneys and financial execu- 
tives. Of particular interest to 
the banking profession are the 
chapters dealing with the inter- 
pretation of financial statements 
from the point of view of ex- 
tending credit. These chapters 
deal in detail with how to deter- 
mine whether or not a company 
can meet its obligations and 
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whether or not a company’s fi- 
nancial structure is balanced. 


MONEY AND BANKING. By 


Eugene S. Klise. South-Western 
Publishing Company, Cincinnati, 
1955. Pp. 730. Dr. Klise has 
written a text book which is in- 
tended to explain the interrela- 
tionships between money and 
banking on one hand and pro- 
duction and distribution on the 
other. His book is concerned 
to a great extent with the theory 
of banking and money since he 
believes a successful course on 
this subject cannot be taught 
without emphasis on the nature 
of money. Besides the theoretic- 
al side of this vast subject, how- 
ever, he has specific sections on 
the Federal Reserve System and 
Central Banking, commercial 
banking processes and interna- 
tional banking. 


BYLES ON BILLS OF EX- 


CHANGE. Maurice Megrah. 
Sweet & Maxwell, London 1955. 
Pp. 408. The twenty-first edition 
of what is referred to in England 
simply as “Byles” was published 
in 1955. This is the standard 
English text on the subject 
of negotiable instruments. For 
bankers interested in the English 
Bills of Exchange Act and the 
law of negotiable instruments, 
this is probably the best docu- 
mented and annotated volume 
available. Special attention is 
given in this edition to the 
American Uniform Negotiable 
Instruments Law and Canadian 
Commercial law. 


MANAGEMENT POLICIES IN 


AMERICAN BANKS. Homer J. 
Livingston. Harper & Brothers, 
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New York 1956. Pp. 141. $3.00. 
Homer J. Livingston, President 
of the First National Bank of 
Chicago and Past President of 
the American Bankers Associa- 
tion has set forth in this short 
book a summary of the manage- 
ment policies and principals of 
commercial banks. It is the re- 
sults of a survey of various state 
and national bank supervisory 
agencies which are in the best 
position to analyze the problems 
of bank management. Mr. Liv- 
ingston has stated at the outset 
that the primary responsibility 
of bank management is to man- 
age its bank with the greatest 
degree of competency “so that 
the safety of the bank’s deposits 
is assured.” From there he out- 
lines the areas where manage- 
ment should concentrate its ef- 
forts to improve bank admini- 


stration and then offers many 
worthwhile suggestions concern- 
ing how necessary improvements 
can be brought about. 


KNOWLEDGE IS POWER. 


Frank Wilson Nye. Random 
House, New York 1956 Pp. 342. 
$5.00. This is the inspiring life 
story of Percy Hampton John- 
ston who served as President of 
the Chemical Corn Exchange 
Bank in New York City for 29 
years during which time he built 
the bank to be the sixth largest 
(now fourth) in the country. 
Mr. Johnston started his bank- 
ing career in Kentucky, soon 
became a National Bank Exam- 
iner, then first vice-president of 
the Citizens National Bank of 
Louisville and later New York’s 
youngest bank president as head 
of the Chemical. The book is a 
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detailed history of a man who 
has not only been the leader of 
one of our great banking institu- 
tions but who has also added 
considerably to the moral fiber 
of the industry. Reading this 
biography gives one a close look 
at the development of a bank as 
well as a chance to relive this 
development with the man who 
made it such a success. 


SAY PLEASE AND COLLECT. 


Maurice J. Brick. Gintzler Press, 
Buffalo 1955. Pp. 121. This book 
can be no better described than 
by the terms used in its own 
preface which states that it is 
involved with the human side of 
instalment-credit financing. It is 
concerned with examining the 
causes of delinquency, and the 
organization of methods and per- 
sonnel to eliminate the human 
failure to perform. In addition 
it deals with the need for re- 
orientation of the top echelon of 
commercial banks if some of the 
problems of collection are to be 
solved. 


MATHEMATICS OF FINANCE. 


Paul M. Hummel and Charles L. 
Seebeck, Jr. McGraw-Hill, New 
York 1956. Pp. 367. $4.75. This 
book is an up-to-date treatment 
of the mathematics of finance 
and investment recommended for 
self-instruction by anyone with 
a good knowledge of highschool 
algebra. It begins with a treat- 
ment of simple interest and dis- 
count, develops through topics 
of compound interest, annuities, 
perpetuities, bonds and deprecia- 
tion and ends with an elementary 
treatment of the fundamentals 
of life insurance. 





CONGRATULATIONS on Your 15th Anniversary 


May Ist marked the Fifteenth Anni- 
versary of the introduction of the 
Series E Savings Bonds. In a deeper 
sense it was your anniversary, because 
you, in 1941, helped to initiate and 
build a thrift movement new to Amer- 
ica—The Payroll Savings Plan for the 
purchase of Series E Bonds. 

Today, forty million Americans 
hold Series E and Series H Bonds 
(the H Bond was introduced in 1952) 
with a cash value of more than $40 
billion—a reservoir of future purchas- 
ing power. In addition, Savings 
Bonds have paid for college educa- 
tions, new homes, retirements and 
other family needs. 

To the executives of more than 
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40,000 companies that have the Pay- 
roll Savings Plan . . . the 8,000,000 
employed men and women who invest 
$160 million per month in Series E 
Bonds . . . the publishers of 500 busi- 
ness papers and the managements of 
radio, television and other media who 
give freely of their space . . . the Ad- 
vertising Council . . . the advertising 
agencies who contribute their skills... 
to all of you who have had a part in 
the success of the Payroll Savings 
Plan, the United States Treasury 
offers its heartfelt thanks. 


A 


Secretary of Yes Tease 


© 





The man who named 
Tombstone, Arizona 


Tue SURPRISED government scout 
from Camp Huachuca reined his horse 
to a stop at the sight of Ed Schieffelin. 
And when Schieffelin admitted he was 
actually living and prospecting in 
Apache country, the scout bluntly 
warned him, “All you’ll ever find’ll be 
your tombstone.” 

But Schieffelin didn’t scare easy. 
When he struck silver in the desolate 
dangerous hills of Arizona Territory, 
he called his first mine “Tombstone.” 
And, unknowingly, he gave a name to 
a borning community soon to be no- 
torious as one of frontier America’s 
tough towns. 

The Tombstone mine itself never 
amounted to anything. But Schieffelin 
just kept on prospecting—and within a 
few years, he turned out to be a mil- 
lionaire. The hills he had risked his life 
in were practically made of silver. 

Today’s Ed Schieffelins are hunting 
uranium, but their spirit is the same. 
And it is only part of the spirit of 165 
million Americans who stand behind 
U.S. Series E Savings Bonds— who, by 
being the people they are, make these 
Bonds one of the finest investments in 
the world. 

And, for an American, the very fin- 
est investment.-Why not help your 
country—and, very importantly, your- 
self, by buying Bonds regularly? And 
hold on to them! 


It’s actually easy to save money— 
when you buy Series E Savings Bonds 
through the automatic Payroll Sav- 
ings Pian where you work! You just 
sign an application at your pay office; 
after that your saving is done for you. 
The Bonds you receive will pay you 
interest at the rate of 3% per year, 
compounded semiannually, when held 
to maturity. And after maturity they 
go on earning 10 years more. Join the 
Plan today. Or invest in Bonds regu- 
larly where you bank. 


Safle as America 
US. Savings Bonds 


The U.S. Government does not pay for this advertisement. It is donated by this publication in 
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